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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors of financial statements of investment companies with an overview of recent economic, industry, regulatory,
and professional developments that may affect the audits they
perform.
This publication is an Other Auditing Publication as defined in
AU section 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor understand and apply Statements on Auditing Standards (SASs).
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior technical committee of
the AICPA.
Maryann Kasica, CPA
Technical Manager
Accounting and Auditing Publications

Copyright © 2007 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting permission
to make copies of any part of this work, please visit www.copyright.com or call
(978) 750-8400.
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Investment Companies Industry
Developments—2006/07
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your investment
companies industry audits. The knowledge delivered by this Alert
assists you in achieving a more robust understanding of the business
and economic environment in which your clients operate. This
Alert is an important tool in helping you identify the significant
risks that may result in the material misstatement of your client’s
financial statements. Moreover, this Alert delivers information
about emerging practice issues and information about current
accounting, auditing, and regulatory developments.
If you understand what is happening in the investment companies industry, and you can interpret and add value to that information, you will be able to offer valuable service and advice to
your clients. This Alert assists you in making considerable strides
in gaining that industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2006/07 (product no. 022337kk).
When referring to the professional standards, this Alert cites the
applicable sections of the codification and not the numbered
statements, as appropriate. For example, Statement on Auditing
Standards (SAS) No. 54, Illegal Acts by Clients, is referred to as
AU section 317 of the AICPA Professional Standards.
Help Desk—See the AICPA Audit Risk Alert SEC and
PCAOB Alert—2006/07 (product no. 022497kk) for a
thorough discussion of recent Securities and Exchange
Commission (SEC) and Public Company Accounting Oversight Board (PCAOB) developments.

1
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Help Desk—AICPA Audit Risk Alerts can be obtained by
calling the AICPA at (888) 777-7077 or going online at
www.cpa2biz.com.

Economic and Industry Developments1
AU section 311A, Planning and Supervision (AICPA, Professional
Standards, vol. 1) and AU section 311 (AICPA, PCAOB Standards
and Related Rules), among other matters, provide guidance for auditors regarding the specific procedures to be considered in planning
an audit. AU section 311.07A (AICPA, Professional Standards, vol.
1) and AU section 311.07 (AICPA, PCAOB Standards and Related
Rules), state that the auditor should obtain a knowledge of matters
that relate to the nature of the entity’s business, its organization, and
its operating characteristics, and consider matters affecting the
industry in which the entity operates, including, among other matters, economic conditions as they relate to the specific audit. For
audits of financial statements for periods beginning on or after
December 15, 2006, refer to AU section 311 (AICPA, Professional
Standards, vol. 1). Also, paragraph 2.140 in the Audit and Accounting Guide Investment Companies2 states that economic conditions in
the jurisdictions in which funds invest may affect the auditor’s
assessment of inherent risk for assertions in investment companies’
financial statements. Factors that auditors should consider include
local rates of inflation, government stability, and local tax rules. Discussed below are recent developments for you to consider as you
plan and perform your audits. Auditors should consider whether
the current economic and business environment increases the risk
for misstatement of reported investment results in order to achieve
performance expectations, exceed benchmarks, earn performancebased fees, and/or gain competitive advantage.
1.

Refer to the full text of the accounting and auditing standards and other guidance
discussed in this Alert, as well as the full text of any rules, releases, or publications
that are discussed in this Alert. Be alert for updates, amendments, or other changes
and developments. The brief summaries provided in this Alert are for informational
purposes only.

2.

References in this section of this Alert to the Audit and Accounting Guide
Investment Companies are to the May 1, 2006, edition of that Guide.

2
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The AICPA general Audit Risk Alert—2006/07 (product no.
022337kk) discusses current business and economic developments,
along with risks and issues, and some of the audit considerations associated with those developments. That Alert generally discusses developments of broad interest to auditors. You will need to identify
those developments that could have implications for your investment company client audits.
Among the economic developments in 2006 that may be of particular interest for investment companies are:
• After continuing to raise the target federal funds rate through
June of 2006 to 5.25 percent, the Federal Reserve kept the
rate unchanged through the remainder of 2006. After moving higher earlier in 2006, yields on 10-year Treasury notes
fell in the latter part of 2006, then moved higher again during January 2007.
• The Dow Jones Industrial Average reached a new high in
2006, closing over 12,000 for the first time. The performance of foreign stock markets generally exceeded that of the
U.S. stock markets. Emerging markets performed particularly well. In U.S. dollar terms, foreign stock market performance was further enhanced by the strengthening value of
many foreign currencies relative to the U.S. dollar.
• Funds that are focused on energy-related investments may be
negatively affected by volatility in the energy markets in 2006
and price declines during recent months for crude oil and
natural gas.
• The housing market is slowing. Consider its effect, combined with the effects of the increases in interest rates in
2006, as discussed above, on mortgage lending and the
many businesses that are dependent on the housing market.
For example, if your investment company clients invest in
collateralized mortgage obligations or other mortgagebacked securities, consider whether the value and performance of those investments may be affected by an increase
in mortgage delinquencies and foreclosures. The Audit Risk
Alert Bank, Credit Union, and Other Depository Lending
3
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Institution Industry Developments—2006/07 (product no.
022297kk) provides further discussion about mortgages,
including nontraditional mortgage products, noting that
some mutual fund managers are cutting back on investments in mortgage-backed securities.
• There was significant buyout and merger activity and a number of public companies announced they were going private.
Massive amounts of debt, in the form of both bank loans and
bonds, are normally needed to finance the deals. High-yield
debt funds, bank loan funds, and hedge funds often are purchasers of such debt. In some instances, the values of debt
previously issued by the public company going private and
held by various fixed-income funds decrease significantly
upon the announcement of the going-private transaction, in
consideration of the leverage being added to the issuer’s capital structure.
Redemption Fees

The SEC adopted new rules and rule amendments in 2005 and
2006 for investment companies and advisers that address mutual
fund redemption fees. The rulemaking is discussed in the “Regulatory Developments” section of this Alert. Be alert for any changes to
your clients’ operating, accounting, and reporting procedures to
comply with new regulations. Investment companies with multiple
class structures may have boards that have approved charging redemption fees to address market timing. You may need to consider
if the client has appropriately applied redemption fees in the multiple-class structure.
Financial Instruments

Your clients in the investment companies industry may be purchasers or writers of complex financial instruments, including derivative financial instruments that are based on interest rates, to meet
their investment objectives and to provide investors with the returns
they seek. Chapter 3 of the Audit and Accounting Guide Investment
Companies provides brief descriptions about certain financial instru4
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ments used by investment companies. The discussion “Investments”
in the “Audit and Accounting Issues and Developments” section of
this Alert lists sources of auditing and accounting guidance that may
be helpful when auditing financial instruments.
Financial instruments other than those described in Chapter 3 of
the Guide have come into increased use by investment companies.
Two of those types of financial instruments, Treasury inflation protected securities (TIPS) and credit default swaps, are briefly discussed below.
TIPS are a specialized form of indexed securities issued by the U.S.
government. TIPS pay a coupon rate of interest and index their
contractual principal based on a recognized measure of inflation,
but cannot decrease below their original par value. Foreign governments and some private concerns have issued securities with similar,
though not necessarily identical, terms. Example 25: Inflation
Bond, in Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards No. 133, Accounting for Derivative Instruments and Hedging Activities, paragraph 191, illustrates the
application of FASB Statement No. 133 to investments in TIPS.
Under the guidance, the indexing of the contractual principal is a
derivative that is considered clearly and closely related to the host
debt instrument and should not be separated from the host. Since
an investment company is required to remeasure investments at fair
value with changes in fair value recorded through earnings, an investment company would not bifurcate the embedded derivative regardless of whether it is clearly and closely related to the host
contract. See paragraph 12(b) of FASB Statement No. 133.
A credit default swap (also known as credit derivative) is a form of
swap contract. Under the terms of a credit default swap, one party
agrees to make payments, usually ratably over the swap term but occasionally including an up-front payment, in exchange for the
agreement by the counterparty to pay an agreed-upon value (usually
par) for a debt instrument of a specified issuer, should the issuer
enter into an event of default (as specified in the contract) during
the swap term. Investment companies may purchase credit default
swaps ("purchase protection") to hedge existing holdings, and may
write swaps ("offer protection") as a means of creating a synthetic
5
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debt position in an underlying issuer with a term equal to that of the
swap. They may also purchase or write swaps as a means to speculate
on changes in creditworthiness of particular issuers. FASB Emerging Issues Task Force (EITF) Issues No. 02-3, “Issues Involved in
Accounting for Derivative Contracts Held for Trading Purposes and
Contracts Involved in Energy Trading and Risk Management Activities,” and No. 03-11, “Reporting Realized Gains and Losses on Derivative Instruments That Are Subject to FASB Statement No. 133
and Not ‘Held for Trading Purposes’ as Defined in Issue No. 02-3,”
provide accounting and financial reporting guidance for swaps, including credit default swaps.
Mergers of Funds

Mergers and acquisitions of investment advisers increased substantially in 2006. There has been a similar upswing in the numbers of
mergers of investment companies during 2006, as advisers consolidate investment company offerings, a typical result of adviser mergers, and other advisers continue efforts to eliminate funds that are
not successful in the marketplace. You can find guidance about fund
mergers in the section “Business Combinations” in Chapter 8 of the
Audit and Accounting Guide Investment Companies. Paragraph 8.34
in the Guide states that a registration statement on SEC Form N-14
is filed in connection with a fund merger. Form N-14 contains information about the companies involved in the transaction, historical financial statements, pro forma financial statements, and
additional pro forma financial information. Form N-14 instructions and Article 11 of Regulation S-X, as well as prior SEC “Dear
CFO” letters,3 may assist in understanding the requirements for pro
forma financial statements and additional pro forma financial information in merger proxy statement and prospectus filings.
Hedge Fund Use of Side Pocket Arrangements

Many hedge funds have adopted or expanded their use of side
pocket arrangements. Side pockets are used typically to segregate
3.

You can obtain certain Securities and Exchange Commission (SEC) Division of
Investment Management staff letters to the chief financial officers of investment
company registrants and their independent public accountants on the SEC Web
site at www.sec.gov/divisions/investment.shtml.

6
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investments in illiquid or restricted securities. Ownership of the
side pocket is attributed on a pro rata basis to investors in the
general fund at the time the side pocket arrangement is adopted.
Subsequent investors in the general fund do not participate in the
side pocket’s performance. Investors with side pocket ownership
cannot redeem their side pocket investments. Generally, side
pocket investments are only liquidated upon a sale or other disposition of the investment, and only at the time of such a realization event does the general partner of the hedge fund generally
take any performance fee or allocation.
Side pocket arrangements raise a number of considerations for
auditors. Management’s determination of the fair value of the
underlying investments may be subject to greater judgment
than the fair value determination for other investments. Consider the controls over the valuation process and the expertise
and knowledge of those determining fair values. You can find
auditing guidance that may assist you when auditing valuation
of investments in Chapter 2 in the Audit and Accounting
Guide Investment Companies. Also, be alert for the adoption or
expanded use of side pocket arrangements and determine
whether they are properly accounted for and disclosed in the
financial statements, as, for example, when auditing accruals
and expenses for performance fees and incentive allocations,
and financial highlights disclosures in the financial statements,
particularly total return and expense ratios. Consider the particular circumstances of the client to identify the specific
accounting and auditing issues.
Performance Fees

Performance-based advisory fees continue to be a focus of regulatory scrutiny for registered investment companies. In September 2006, the SEC announced the settlement of five
enforcement actions for the computation of performancebased advisory fees in a manner contrary to the requirements
of the Investment Advisers Act of 1940 (Advisers Act).4
4.

You can obtain the SEC releases regarding the administrative proceedings, dated
September 7, 2006, on the SEC Web site at www.sec.gov/litigation/admin.shtml.

7
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Be alert for changes to investment advisory contracts and the
computation of performance-based advisory fees. Fund management and boards of directors may have intensified their scrutiny
of the procedures used by registered investment companies to
compute performance-based advisory fees for conformity with
related laws and regulations. Refer to Rules 205-1 and 205-2
under the Advisers Act that govern performance-based compensation under advisory contracts. Consider the guidance in AU
section 317, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards and Related Rules), on
the auditor’s responsibilities when a possible illegal act is discovered. The term “illegal acts” for purposes of AU section 317
(AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards and Related Rules), refers to violations of laws or governmental regulations. AU section 317.08 (AICPA, Professional
Standards, vol. 1; AICPA, PCAOB Standards and Related Rules),
provides guidance for inquiries of management concerning the
client’s compliance with laws and regulations. AU section
317.10 (AICPA, Professional Standards, vol. 1; AICPA, PCAOB
Standards and Related Rules), provides guidance for consulting
with the client’s legal counsel or other specialists about the application of relevant laws and regulations to the circumstances and
the possible effects on the financial statements.

New Pronouncements and Other Guidance 5
Recent Auditing and Attestation Pronouncements and Related
Guidance

Presented below is a list of auditing, attestation, and related guidance issued since the writing of last year’s Alert.6 The AICPA general
Audit Risk Alert—2006/07 (product no. 022337kk) presents brief
information about selected guidance listed. Guidance of particular
interest for the investment companies industry is discussed in this
section of this Alert. For information on auditing and attestation
standards, quality control standards, and related guidance that may
5.
6.

See footnote 1 in this Alert.
This list of standards and other guidance in this section of the Alert includes guidance
that may not apply to investment companies.

8
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have been issued subsequent to the writing of this Alert, please refer
to the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Audit+and+Attest+
Standards/ and the PCAOB Web site at www.pcaobus.org (applicable to audits conducted in accordance with PCAOB Standards).
As a reminder, SAS No. 103, Audit Documentation (AICPA, Professional Standards, vol. 1, AU sec. 339), which was discussed in
last year’s Alert, is effective for audits of periods ending on or after
December 15, 2006.
You may also look for announcements of newly issued standards
in the CPA Letter, Journal of Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA’s Audit
and Attest Standards Team and available at www.aicpa.org/
Professional+Resources/Accounting+and+Auditing/Audit+and+
Attest+Standards/Opinion/.
SAS Nos. 104 through
111
SAS No. 112

SAS No. 113

See the discussion “The Risk Assessment
Standards” in this section of the Alert.
Communicating Internal Control Related Matters
Identified in an Audit
See the discussion “SAS No. 112, Communicating
Internal Control Related Matters Identified in an
Audit” in this section of the Alert.
Omnibus—2006
SAS No. 113 amends SAS No. 95, Generally
Accepted Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150); SAS No. 99,
Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1, AU
sec. 316); SAS No. 101, Auditing Fair Value
Measurements and Disclosures (AICPA, Professional
Standards, vol. 1, AU sec. 328); SAS No. 59, The
Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern (AICPA, Professional
Standards, vol. 1, AU section 341); SAS No. 57,
Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1, AU sec. 342); SAS No. 1,
Codification of Auditing Standards and Procedures,
“Subsequent Events” (AICPA, Professional
Standards, vol. 1, AU sec. 560); and SAS No. 85,

9
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SAS No. 114

Statement on Standards
for Attestation
Engagements (SSAE)
No. 14
Conforming
Amendments

Statement of Position
(SOP) 06-1

Audit Guide
AICPA Technical
Practice Aid (TPA)
8100.01
(nonauthoritative)
AICPA TPA 8100.02
(nonauthoritative)
AICPA TPA 9510.03
(nonauthoritative)
AICPA Practice Aid for
Auditors
(nonauthoritative)

Page 10

Management Representations (AICPA, Professional
Standards, vol. 1, AU sec. 333).
The Auditor’s Communication With Those Charged
With Governance (AICPA, Professional Standards,
vol. 1, AU sec. 380)
SAS No. 114 supersedes SAS No. 61,
Communication With Audit Committees (AICPA,
Professional Standards, vol. 1, AU sec. 380A), as
amended. SAS No. 114 amends SAS No. 59, The
Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern (AICPA, Professional
Standards, vol. 1, AU sec. 341A), as amended, and
SAS No. 108, Planning and Supervision (AICPA,
Professional Standards, vol. 1, AU sec. 311).
SSAE Hierarchy
SSAE No. 14 (AICPA, Professional Standards, vol.
1, AT sec. 50), identifies the body of attestation
literature and clarifies the authority of attestation
publications issued by the AICPA and others.
Chapter 5, “Reporting on an Entity’s Internal
Control Over Financial Reporting” (AT sec. 501)
of SSAE No. 10, Attestation Standards: Revision and
Recodification
Reporting Pursuant to the Global Investment
Performance Standards
See the discussion “SOP 06-1, Reporting Pursuant
to the Global Investment Performance Standards” in
this section of the Alert.
Assessing and Responding to Audit Risk in a
Financial Statement Audit
“Determining the Effective Date of a New
Statement on Auditing Standards for Audits of a
Single Financial Statement”
“Determining the Effective Date of a New
Statement on Auditing Standards for Audits of
Interim Periods”
“Reporting on New York State Medicaid Cost
Reports”
Alternative Investments—Audit Considerations
See the discussion “Practice Aid Alternative
Investments—Audit Considerations” in this section
of the Alert.

10
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Standard No. 4

PCAOB Conforming
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section 101

PCAOB Staff Questions
and Answers
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Page 11

Reporting on Whether a Previously Reported Material
Weakness Continues to Exist
(Applicable to audits conducted in accordance with
PCAOB Standards)
Conforming Amendments to PCAOB Auditing and
Related Professional Practice Standards Resulting from
the Adoption of the Auditing Standard No. 4—
Reporting on Whether a Previously Reported Material
Weakness Continues to Exist
(Applicable to audits conducted in accordance with
PCAOB Standards)
Adjustments to Prior-Period Financial Statements
Audited By a Predecessor Auditor
(Applicable to audits conducted in accordance with
PCAOB Standards)
See the discussion “PCAOB Staff Questions and
Answers” in this section of the Alert.
Auditing the Fair Value of Share Options Granted to
Employees
(Applicable to audits conducted in accordance with
PCAOB Standards)
Internal Control Over Financial Reporting—
Guidance for Smaller Public Companies

Auditing Standards Available on AICPA and PCAOB Web Sites
The standards and interpretations promulgated by the Auditing
Standards Board (ASB) are available free of charge by visiting the
AICPA Audit and Attest Standards Team’s page on the AICPA Web
site at www.aicpa.org/Professional+Resources/Accounting+and+
Auditing/Audit+and+Attest+Standards/. Members and nonmembers alike can download the auditing, attestation, and quality control standards by choosing a section of the codification. You can also
obtain copies of AICPA standards and other guidance by contacting
the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
Help Desk—See the AICPA publication AICPA Professional
Standards (product no. 005106kk) for AICPA professional standards applicable to nonpublic companies. PCAOB Standards
and Related Rules (product no. 057199kk), developed by the
AICPA, offers a comprehensive source of PCAOB Standards.

11
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The PCAOB has published its interim standards for audits conducted in accordance with PCAOB Standards on its Web site
(www.pcaobus.org).
Help Desk—See the AICPA Audit Risk Alert SEC and
PCAOB Alert—2006/07 (product no. 022497kk) for a thorough discussion of recent PCAOB developments including an
update on new PCAOB pronouncements and other issuances.

The Risk Assessment Standards
The ASB issued eight SASs that provide extensive guidance concerning the auditor’s assessment of the risks of material misstatement in a financial statement audit, and the design and
performance of audit procedures whose nature, timing, and extent
are responsive to the assessed risks. Additionally, the SASs establish
standards and provide guidance on planning and supervision, the
nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding
the financial statements under audit. The following table lists the
eight SASs, and their effect on existing standards:
Statement on Auditing Standards

Effect on Existing Standards

SAS No. 104, Amendment to
Statement on Auditing Standards No.
1, Codification of Auditing
Standards and Procedures (“Due
Professional Care in the Performance
of Work”) (AICPA, Professional
Standards, vol. 1, AU sec. 230)
SAS No. 105, Amendment to
Statement on Auditing Standards No.
95, Generally Accepted Auditing
Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150)
SAS No. 106, Audit Evidence
(AICPA, Professional Standards, vol.
1, AU sec. 326)
SAS No. 107, Audit Risk and
Materiality in Conducting an Audit
(AICPA, Professional Standards, vol.
1, AU sec. 312)

Amends SAS No. 1, Codification of
Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1,
AU sec. 230A, “Due Professional Care
in the Performance of Work”), as
amended
Amends SAS No. 95, Generally Accepted
Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150A), as
amended
Supersedes SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol.
1, AU sec. 326A), as amended
Supersedes SAS No. 47, Audit Risk and
Materiality in Conducting an Audit
(AICPA, Professional Standards, vol. 1,
AU sec. 312A), as amended

12
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Statement on Auditing Standards

Effect on Existing Standards

SAS No. 108, Planning and
Supervision (AICPA, Professional
Standards, vol. 1, AU sec. 311)

Supersedes SAS No. 1, Codification of
Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1,
AU sec. 310, “Appointment of the
Independent Auditor”), as amended,
and supersedes SAS No. 22, Planning
and Supervision (AICPA, Professional
Standards, vol. 1, AU sec. 311A), as
amended
Together with SAS No. 110, supersedes
SAS No. 55, Consideration of Internal
Control in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1,
AU sec. 319), as amended
Supersedes SAS No. 45, Omnibus
Statement on Auditing Standards—1983
(AICPA, Professional Standards, vol. 1,
AU sec. 313, “Substantive Tests Prior to
the Balance-Sheet Date”), as amended;
and together with SAS No. 109, supersedes SAS No. 55, Consideration of
Internal Control in a Financial Statement
Audit (AICPA, Professional Standards,
vol. 1, AU sec. 319), as amended
Amends SAS No. 39, Audit Sampling
(AICPA, Professional Standards, vol. 1,
AU sec. 350A), as amended

SAS No. 109, Understanding the
Entity and Its Environment and
Assessing the Risks of Material
Misstatement (AICPA, Professional
Standards, vol. 1, AU sec. 314)
SAS No. 110, Performing Audit
Procedures in Response to Assessed
Risks and Evaluating the Audit
Evidence Obtained (AICPA,
Professional Standards, vol. 1, AU
sec. 318)

SAS No. 111, Amendment to
Statement on Auditing Standards No.
39, Audit Sampling (AICPA,
Professional Standards, vol. 1, AU
sec. 350)

The SASs emphasize the linkage between understanding the entity,
assessing risks, and the design of further audit procedures. The
SASs introduce the concept of risk assessment procedures, which are
deemed necessary to provide a basis for assessing the risk of material
misstatement. Risk assessment procedures along with further audit
procedures, which consist of tests of controls and substantive tests,
provide the audit evidence to support the auditor’s opinion on the
financial statements. According to the SASs, the auditor should
perform risk assessment procedures to gather information and gain
an understanding of the entity and its environment, including its
internal controls; these procedures include inquiries, analytical procedures, and inspection and observation. Assessed risks and the basis
for those assessments should be documented; therefore, auditors
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may no longer default to maximum control risk for an entity’s risk
assessment without documenting the basis for that assessment. The
SASs also require auditors to consider and document how the risk
assessment at the financial statement level affects individual financial statement assertions, so that auditors may tailor the nature, timing, and extent of their audit procedures to be responsive to their
risk assessment. It is anticipated that generic audit programs will
not be appropriate for all audit engagements, as risks vary between
entities.
The SASs are effective for audits of financial statements for periods beginning on or after December 15, 2006; earlier application
is permitted. In most cases, implementation of the SASs will result in an overall increased work effort by the audit team, particularly in the year of implementation. It also is anticipated that to
implement the SASs appropriately, many firms will have to make
significant revisions to their audit methodologies and train their
personnel accordingly.
The AICPA has published the Audit Risk Alert Understanding the
New Auditing Standards Related to Risk Assessment (product no.
022526kk) and the Audit Guide Assessing and Responding to Audit
Risk in a Financial Statement Audit (product no. 012456kk) to
assist in the implementation of the risk assessment standards.
SAS No. 112, Communicating Internal Control Related Matters
Identified in an Audit
SAS No. 112, Communicating Internal Control Related Matters
Identified in an Audit (AICPA, Professional Standards, vol. 1, AU
sec. 325), establishes standards and provides guidance on communicating matters related to an entity’s internal control over financial reporting (internal control) identified in an audit of
financial statements. SAS No. 112 supersedes SAS No. 60, Communication of Internal Control Related Matters Noted in an Audit
(AICPA, Professional Standards, vol. 1, AU sec. 325). SAS No.
112 applies whenever an auditor expresses an opinion on financial statements (including a disclaimer of opinion). SAS No. 112
defines the terms significant deficiency and material weakness. SAS
No. 112 requires that auditors (1) evaluate identified control
14
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deficiencies and determine whether these deficiencies, individually or in combination, are significant deficiencies or material
weaknesses, and (2) communicate, in writing, significant deficiencies and material weaknesses to management and those
charged with governance. This communication includes significant deficiencies and material weaknesses identified and communicated to management and those charged with governance in
prior audits but not yet remediated.
Some examples of potential control deficiencies that you might
find in investment companies are:
• Inadequate monitoring of the financial accounting and reporting process to detect deficiencies in the preparation of
financial highlight disclosures or errors in net asset value
calculations.
• Lack of management oversight and/or review of the preparation of financial statements.
• Inadequate procedures to reconcile investment accounts to
custodian records to support the existence assertion.
• Inadequate client expertise in regulatory reporting requirements resulting in the filing of erroneous information or
the use of the incorrect form for regulatory filings.
• Inadequate procedures to monitor the determination of
fair values of investments.
• Deficiencies in determining a registered investment company’s qualification under Subchapter M of the Internal
Revenue Code.
SAS No. 112 is effective for audits of financial statements for periods ending on or after December 15, 2006. Earlier implementation is permitted. The AICPA has published the Audit Risk Alert
Understanding SAS No. 112 and Evaluating Control Deficiencies
(product no. 022536kk) to assist in the implementation of SAS
No. 112.
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SOP 06-1, Reporting Pursuant to the Global Investment
Performance Standards
The CFA Institute (formerly known as the Association for
Investment Management and Research [AIMR®]) developed the
AIMR Performance Presentation Standards (AIMR-PPS® standards) and the Global Investment Performance Standards
(GIPS® standards)7(collectively, the performance standards). Although compliance with the performance standards is voluntary,
an investment management firm’s claim of compliance with the
performance standards is widely regarded as providing a competitive advantage. As of January 1, 2006, the AIMR-PPS standards
converged with the GIPS standards and the AIMR-PPS standards no longer exist as a separate set of standards.8
AICPA SOP 06-1, Reporting Pursuant to the Global Investment
Performance Standards, provides guidance to practitioners for
engagements to examine and report on aspects of a firm’s compliance with the GIPS standards (a verification engagement);
and on engagements to examine and report on the performance presentation of specific composites (a performance examination). Such examination engagements should be
performed pursuant to AT section 101, Attest Engagements
(AICPA, Professional Standards, vol. 1; AICPA, PCAOB Standards and Related Rules). AT section 101 permits the practitioner to report either on the assertions or directly on the
subject matter to which the assertions relate.
7.

The phrase “Association for Investment Management and Research Performance
Presentation Standards” is abbreviated in this Alert as the AIMR-PPS standards.
The phrase “Global Investment Performance Standards” is abbreviated in this
Alert as the GIPS standards. For information on the appropriate use of the
AIMR-PPS and/or GIPS registered trademark, see the CFA Institute Web site
www.cfainstitute.org.

8.

Investment management firms (referred to as “firms” in Statement of Position
(SOP) 06-1, Reporting Pursuant to the Global Investment Performance Standards; see
paragraph 9 of SOP 06-1 regarding the definition of a “firm”) may continue to
claim compliance with the AIMR-PPS standards on presentations that include
performance through December 31, 2005. Once a firm’s performance presentation
includes results for periods that begin after December 31, 2005, the firm may no
longer claim compliance with the AIMR-PPS standards. All firms that previously
claimed compliance with the AIMR-PPS standards are granted reciprocity for GIPS
compliance for periods prior to January 1, 2006.
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Illustrative attest reports, an example engagement letter, and an
example representation letter are presented in the appendixes of
SOP 06-1, including:
• Appendix A, “Example Engagement Letter: Verification
and Performance Examination”
• Appendix B, “Example Management Representation Letter:
Verification and Performance Examination”
• Appendix C, “Illustrative Attest Reports: Verification”
• Appendix D, “Illustrative Attest Reports: Verification and
Performance Examination”
• Appendix F, “Illustrative Attest Reports: Successor Practitioner Report—Verification and Performance Examination”
SOP 06-1 was issued in April 2006 and is effective upon issuance. SOP 06-1 supersedes SOP 01-4, Reporting Pursuant to
the Association for Investment Management and Research Performance Presentation Standards.
Practice Aid Alternative Investments—Audit Considerations
Investment companies, including funds of funds, may have
investments for which a readily determinable fair value is not
available. Such investments may be structured as limited partnerships, limited liability corporations, trusts, and corporations. They can include private investment funds that meet the
definition of an investment company in the Audit and
Accounting Guide Investment Companies, such as hedge funds,
private equity funds, real estate funds, venture capital funds,
commodity funds, offshore fund vehicles, and funds of funds,
as well as bank common/collective trust funds.
The Practice Aid Alternative Investments—Audit Considerations addresses the challenges associated with auditing such investments,
referred to in the Practice Aid as alternative investments, focusing
on the existence and valuation assertions associated with alternative
investments. You can obtain the Practice Aid on the AICPA Web
site at www.aicpa.org. Certain guidance in the Practice Aid is
briefly discussed below.
17
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The auditor’s consideration of the existence assertion would
typically include confirming with the fund manager the
investor entity’s interest in the fund. In Appendix 1 of the
Practice Aid, you will find an example confirmation for alternative investments. If a confirmation request is not returned to
the auditor or details of the underlying investments are not
otherwise provided, the auditor performs alternative procedures that are directed toward assessing the existence of the alternative investments. Depending upon the significance of the
alternative investments to the investor’s financial statements, it
may be necessary for the auditor to perform additional alternative audit procedures, which may include:
• Observing management site visits or telephone calls to
investee funds.
• Reviewing executed partnership, trust, limited liability
corporation, or similar agreements.
• Inspecting other documentation supporting the investor’s
interest in the fund.
• Reviewing periodic statements from the fund or trustee.
• Vouching relevant cash receipts and disbursements.
Management’s responsibility for the valuation of alternative
investment amounts as presented in the financial statements
cannot under any circumstances be outsourced or assigned to a
party outside of the investor entity’s management. When alternative investments are accounted for at fair value, the valuation
assertion may involve significant judgment by management in
the assessment of the fair value of the investment. The auditor’s
consideration of the valuation assertion typically begins with
understanding the process used by the investor entity’s management to develop fair value estimates and the established
controls relative to those estimates. An auditor may test management’s fair value estimate as of the balance sheet date by
using one or more of the following approaches:
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• Confirm the alternative investment.
• Review and test the investor entity’s significant assumptions
and the underlying data in its valuation or its analysis of the
assumptions and data obtained from the fund manager.
• Reconcile to audited financial statements as of the same date.
• Review transactions at or near the balance sheet date.
If management estimates the fair value of a significant portion of the
alternative investments as of an interim date, management needs a
robust process and strong internal control over the roll-forward period to the balance sheet date. The auditor tests both the estimation
process as of the interim date and the roll-forward process.
As the inherent uncertainty in management’s estimate of fair value
increases, as well as the significance of the alternative investments to
the financial statements, auditors may consider including an
emphasis of matter paragraph in the auditor’s report, such as the
emphasis of matter paragraph illustrated in the Practice Aid, tailored
for the specific facts and circumstances. Such paragraphs are not
required and are included solely at the auditor’s discretion.
If the auditor is unable to obtain sufficient appropriate audit evidence to support the financial statement assertions, it will be necessary to qualify or disclaim an opinion on the financial
statements due to a scope limitation. AU section 508.22-.26,
Reports on Audited Financial Statements (AICPA, Professional
Standards, vol. 1), provides guidance in determining the appropriate form of opinion. Scope limitations related to the sufficiency of
evidence are different from situations in which the auditor concludes that the financial statements are materially misstated due to
departures from generally accepted accounting principles (GAAP)
related to inadequate disclosure of uncertainties inherent in the investment valuations, failure to apply a valuation method required
by GAAP, or valuations that are not supported or are not reasonable. If the potential affect of a GAAP departure is material to the
investor entity financial statements taken as a whole, the auditor
issues a qualified opinion or an adverse opinion as described in
AU section 508.35-.49 (AICPA Professional Standards, vol. 1).
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PCAOB Staff Questions and Answers
The PCAOB staff issued Questions and Answers Adjustments to
Prior-Period Financial Statements Audited By a Predecessor Auditor.
Topics addressed in the document include:
• How a predecessor auditor dates a report on reissued
financial statements if the predecessor auditor audits the
adjustments to the prior-period financial statements.
• Successor auditor responsibility with regard to adjustments
if the predecessor auditor audits the adjustments made to
prior-period financial statements.
• Factors relevant to a successor auditor to determine
whether to audit only the adjustments to prior-period
financial statements or whether a reaudit of the financial
statements is necessary.
Reporting examples are provided with certain answers. You can
obtain the Questions and Answers on the PCAOB Web site at
www.pcaobus.org.
Recent Independence and Ethics Pronouncements

See the AICPA Independence and Ethics Alert—2006/07 (product
no. 022477kk) for a thorough discussion of recent developments
and key issues in the area of independence and ethics including an
update on new independence and ethics pronouncements. Also,
see the discussion “Registration of Hedge Fund Advisers” in the
“Securities and Exchange Commission Developments” section of
this Alert.
Recent Accounting Pronouncements and Related Guidance

Presented below is a list of accounting pronouncements and other
guidance issued since the writing of last year’s Alert.9 The AICPA
general Audit Risk Alert—2006/07 (product no. 022337kk)
presents brief information about selected guidance listed. Guidance of particular interest for the investment companies industry is
9.

The list of pronouncements and other guidance in this section of the Alert includes
guidance that may not apply to investment companies.
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discussed in this section of this Alert. For information on accounting standards and other accounting guidance issued subsequent to
the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in the CPA
Letter and Journal of Accountancy.
FASB Statement of
Financial Accounting
Standards No. 155

FASB Statement No. 156
FASB Statement No. 157

FASB Statement No. 158

FASB Interpretation
No. 48

FASB Emerging Issues
Task Force (EITF) Issues
Go to www.fasb.org/eitf/
for a complete list of
EITF Issues

Accounting for Certain Hybrid Financial Instruments
(an amendment of FASB Statements No. 133,
Accounting for Derivative Instruments and Hedging
Activities, and No. 140, Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of
Liabilities)
Accounting for Servicing of Financial Assets
(an amendment of FASB Statement No. 140)
Fair Value Measurements
See the discussion “FASB Statement No. 157, Fair
Value Measurements” in this section of the Alert.
Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Plans
(an amendment of FASB Statements No. 87,
Employers’ Accounting for Pensions, No. 88,
Employers’ Accounting for Settlements and
Curtailments of Defined Benefit Pension Plans and
for Termination Benefits, No. 106, Employers’
Accounting for Postretirement Benefits Other Than
Pensions, and No. 132 (revised 2003), Employers’
Disclosures about Pensions and Other Postretirement
Benefits)
Accounting for Uncertainty in Income Taxes
(an interpretation of FASB Statement No. 109,
Accounting for Income Taxes)
See the discussion “FASB Interpretation No. 48,
Accounting for Uncertainty in Income Taxes” in this
section of the Alert.
• Issue No. 05-1, “Accounting for the Conversion
of an Instrument That Became Convertible
upon the Issuer’s Exercise of a Call Option”
• Issue No. 05-7, “Accounting for Modifications
to Conversion Options Embedded in Debt
Instruments and Related Issues” (modified)
• Issue No. 06-1, “Accounting for Consideration
Given by a Service Provider to Manufacturers or
(continued)
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•

•

•

•

•

•

•

•

FASB Staff Positions
(FSPs)
Go to
www.fasb.org/fasb_staff_
positions/ for a complete
list of FSPs.

•

•

Resellers of Equipment Necessary for an EndCustomer to Receive Service from the Service
Provider”
Issue No. 06-2, “Accounting for Sabbatical
Leave and Other Similar Benefits Pursuant to
FASB Statement No. 43”
Issue No. 06-3, “How Taxes Collected from
Customers and Remitted to Governmental
Authorities Should Be Presented in the Income
Statement (That Is, Gross versus Net
Presentation)”
Issue No. 06-4, “Accounting for Deferred
Compensation and Postretirement Benefit
Aspects of Endorsement Split-Dollar Life
Insurance Arrangements”
Issue No. 06-5, “Accounting for Purchases of
Life Insurance—Determining the Amount That
Could Be Realized in Accordance with FASB
Technical Bulletin No. 85-4”
Issue No. 06-6, “Debtor’s Accounting for a
Modification (or Exchange) of Convertible
Debt Instruments”
Issue No. 06-7, “Issuer’s Accounting for a
Previously Bifurcated Conversion Option in a
Convertible Debt Instrument When the
Conversion Option No Longer Meets the
Bifurcation Criteria in FASB Statement No. 133”
Issue No. 06-8, “Applicability of the Assessment
of a Buyer’s Continuing Investment under
FASB Statement No. 66 for Sales of Condominiums”
Issue No. 06-9, “Reporting a Change in (or the
Elimination of ) a Previously Existing Difference
between the Fiscal Year-End of a Parent
Company and That of a Consolidated Entity
or between the Reporting Period of an Investor
and That of an Equity Method Investee”
FSP No. FAS 13-2, “Accounting for a Change
or Projected Change in the Timing of Cash
Flows Relating to Income Taxes Generated by a
Leveraged Lease Transaction”
FSP No. FAS 123(R)-4, “Classification of
Options and Similar Instruments Issued as
Employee Compensation That Allow for Cash
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Settlement upon the Occurrence of a
Contingent Event”
• FSP No. FAS 123(R)-5, “Amendment of FASB
Staff Position FAS 123(R)-1”
• FSP No. FAS 123(R)-6, “Technical Corrections
of FASB Statement No. 123(R)”
• FSP No. FAS 126-1, “Applicability of Certain
Disclosure and Interim Reporting Requirements
for Obligors for Conduit Debt Securities”
• FSP No. FIN 46(R)-6, “Determining the
Variability to Be Considered in Applying FASB
Interpretation No. 46(R)”
• FSP No. FTB 85-4-1, “Accounting for Life
Settlement Contracts by Third-Party Investors”
• FSP No. AUG AIR-1, “Accounting for Planned
Major Maintenance Activities”
• FSP No. EITF 00-19-2, “Accounting for
Registration Payment Arrangements”
See the discussion “FSP No. FTB 85-4-1,
‘Accounting for Life Settlement Contracts by
Third-Party Investors’ ” in this section of the Alert.
“Consolidated Versus Combined Financial
Statements Under FASB Interpretation No. 46(R),
Consolidation of Variable Interest Entities”
“Stand-Alone Financial Statements of a Variable
Interest Entity”
“GAAP Departure for FIN No. 46(R)”
“Parent-Only Financial Statements and
Relationship to GAAP”
“Application of FASB Interpretation No. 46(R),
Consolidation of Variable Interest Entities, to Income
Tax Basis Financial Statements”
“Impact on Cash Flows on a Group of Loans
Accounted for as a Pool in Accordance With SOP
03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer, if There Is a
Confirming Event, and One Loan Is Removed as
Expected”
“Impact on Cash Flows on a Group of Loans
Accounted for as a Pool in Accordance With SOP
03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer, if There Is a
23
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Confirming Event, One Loan Is Removed From
the Pool, and the Investor Decreases Its Estimate of
Expected Cash Flows”
“Accounting for Certain Liquidated Damages”
“Income Tax Accounting for Contributions to
Certain Nonprofit Scholarship Funding
Organizations”
See the discussion “Nonauthoritative TPAs for
Investment Companies” in this section of the Alert.

FASB Statement No. 157, Fair Value Measurements10
FASB Statement No. 157, Fair Value Measurements, establishes a
framework for measuring fair value in GAAP and requires expanded disclosures about fair value measurements. FASB Statement No. 157 applies under other accounting pronouncements
that require or permit fair value measurement and does not require any new fair value measurements. FASB Statement No. 157
emphasizes that fair value is a market-based measurement. Appendix D of FASB Statement No. 157 lists Accounting Principles
Board and FASB pronouncements that refer to fair value.
Fair value is defined in FASB Statement No. 157, paragraph 5, as
the price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants
at the measurement date. An orderly transaction is a transaction
that assumes exposure to the market for a period prior to the
measurement date to allow for marketing activities that are usual
and customary for transactions involving such assets or liabilities.
The definition of fair value also should be applied to instruments
measured at fair value that are classified in stockholders’ equity. A
fair value measurement is for a particular asset or liability and
should consider attributes specific to the asset or liability.
A fair value measurement assumes that the transaction to sell the
asset or transfer the liability occurs in the principal market for the
asset or liability, which is the market in which the reporting entity
would sell the asset or transfer the liability with the greatest volume and level of activity. In the absence of a principal market, a
10. See

footnote 2 of this Alert.
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fair value measurement assumes a sale of an asset or transfer of a
liability occurs in the most advantageous market, which is the
market in which the asset would be sold with a price that maximizes the amount received or the liability transferred with a price
that minimizes the amount paid. Transaction costs are not an attribute of the asset or liability and are accounted for according to
the provisions of other accounting pronouncements and not as
an adjustment of the price.
A fair value measurement for an asset assumes the highest and
best use of the asset by market participants. The highest and best
use of the asset establishes the in-use or in-exchange valuation
premise used to measure the fair value of the asset. A fair value
measurement for a liability assumes that the liability is transferred
to a market participant at the measurement date. The nonperformance risk (the risk that the obligation will not be fulfilled) relating to the liability is the same before and after its transfer. A
reporting entity considers the effect of its credit risk on the fair
value of the liability in all periods in which the liability is measured at fair value.
At initial recognition of an asset or a liability, the reporting entity
determines whether the transaction price represents fair value,
considering factors specific to the transaction and the asset or liability. FASB Statement No. 157 nullifies the guidance in footnote
3 of EITF Issue No. 02-3, “Issues Involved in Accounting for Derivative Contracts Held for Trading Purposes and Contracts Involved in Energy Trading and Risk Management Activities.”
Valuation techniques consistent with the market approach, income approach, and/or cost approach that are appropriate in the
circumstances and for which sufficient data are available are used
to measure fair value. A single valuation technique will be appropriate in some cases and multiple valuation techniques will be appropriate in others. Valuation techniques shall be consistently
applied. A change in the valuation technique may be appropriate
and revisions in valuations resulting from a change are accounted
for as a change in accounting estimate.
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The fair value hierarchy established by FASB Statement No. 157
prioritizes the inputs to valuation techniques used to measure fair
value into three broad levels:
1. Level 1 inputs. Quoted prices (unadjusted) in active markets
for identical assets or liabilities that the reporting entity has
the ability to access at the measurement date. A quoted
price in an active market provides the most reliable evidence of fair value and shall be used to measure fair value
whenever available, with exceptions.
— If the reporting entity holds a large number of similar
assets or liabilities that are required to be measured at
fair value, a quoted price in an active market might be
available but not readily accessible for each asset or liability individually. Fair value may be measured using an
alternative pricing method such as matrix pricing.
— A quoted price in an active market might not represent
fair value, for example, if significant events occur after
the close of a market but before the measurement date.
Reporting entities should establish and consistently
apply a policy for identifying those events that might affect fair value measurements.
In either case, any alternative pricing methods used do not
necessarily constitute Level 1 inputs. As discussed in FASB
Statement No. 157, paragraph 25, the use of an alternative
pricing method renders the fair value measurement a lower
level measurement.
2. Level 2 inputs. Inputs other than quoted prices included
within Level 1 that are observable for the asset or liability,
either directly or indirectly. Level 2 inputs include quoted
prices for similar assets or liabilities in active markets,
quoted prices for identical or similar assets or liabilities in
markets that are not active, inputs other than quoted prices
that are observable for the asset or liability, and marketcorroborated inputs.
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3. Level 3 inputs. Unobservable inputs that are developed
based on the best information available in the circumstances, which might include the reporting entity’s own
data.
Level 1, Level 2, and Level 3 inputs based on bid and ask prices
shall use the price within the bid-ask spread that is most representative of fair value in the circumstances. FASB Statement No.
157 does not preclude using mid-market pricing or other pricing
conventions as a practical expedient. Bid-ask spread pricing
methods appropriate under SEC Accounting Series Release 118
are appropriate under FASB Statement No. 157. See paragraph
C91 of FASB Statement No. 157.
FASB Statement No. 157, paragraph 27, prohibits the use of a
blockage factor to value positions in financial instruments, which
can be traded on an active market, even if a market’s normal daily
trading volume is not sufficient to absorb the quantity held and
placing orders to sell the position in a single transaction might affect the quoted price. The quoted price shall not be adjusted because of the size of the position in a financial instrument relative
to trading volume. The guidance applies for positions in financial
instruments (including blocks) held by all entities, including investment companies within the scope of the Audit and Accounting Guide Investment Companies. “Standstill” provisions on
current accounting practice permitted under the Audit and Accounting Guide Investment Companies for measurement of blocks
for certain investment companies are discussed in the “Notice to
Readers” section and in footnote 20 to Chapter 2, “Investment
Accounts,” in the Guide.
The expanded disclosures about fair value measurement are provided in FASB Statement No. 157, paragraphs 32 through 35.
Reporting entities are required to disclose information that enables financial statement users to assess the inputs used to develop
fair value measurements. Reporting entities are encouraged, but
not required, to combine fair value information disclosed under
FASB Statement No. 157 with the fair value information disclosed under other accounting pronouncements, if practicable.
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FASB Statement No. 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods within those fiscal years. Earlier application is
encouraged, provided the reporting entity has not issued financial
statements, including interim financial statements, for that fiscal
year. An investment company within the scope of the Audit and
Accounting Guide Investment Companies shall apply FASB Statement No. 157 retrospectively, as of the beginning of the fiscal
year in which FASB Statement No. 157 is initially applied, to a
position held in a financial instrument that trades in an active
market and that was measured at fair value using a blockage factor prior to initial application of FASB Statement No. 157. At
initial application, a difference between the carrying amounts
and the fair values of those instruments is recognized as a cumulative-effect adjustment to the opening balance of retained earnings (or other appropriate components of equity or net assets in
the statement of financial position) for that fiscal year, presented
separately. FASB Statement No. 154, Accounting Changes and
Error Corrections, disclosure requirements for a change in accounting principle do not apply.
FASB Interpretation No. 48, Accounting for Uncertainty in
Income Taxes
FASB Interpretation No. 48, Accounting for Uncertainty in Income
Taxes, an Interpretation of FASB Statement No. 109, Accounting
for Income Taxes, prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a tax
return. Guidance is provided on derecognition, classification, interest and penalties, unrecognized tax benefits, accounting in interim periods, disclosures, and transition. FASB Interpretation
No. 48 applies to registered investment companies whose tax liability is subject to 100 percent credit for dividends paid and potentially subject to income taxes.
A two-step process that separates recognition from measurement is
required. In the first step, an enterprise determines whether a tax position has met the recognition threshold. The enterprise determines
whether it is more likely than not, based on the technical merits,
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that the position will be sustained upon examination, including resolution of any related appeals or litigation processes. More likely than
not in FASB Interpretation No. 48 means a likelihood of more than
50 percent. Presume that the tax position will be examined by the
relevant taxing authority that has full knowledge of all relevant information. The second step is measuring a tax position that meets
the recognition threshold. A tax position that meets the more-likelythan-not recognition threshold is initially and subsequently measured as the largest amount of tax benefit that is greater than 50
percent likely of being realized upon ultimate settlement with a taxing authority that has full knowledge of all relevant information.
Measurement of a tax position that meets the more-likely-than-not
recognition threshold shall consider the amounts and probabilities
of the outcomes that could be realized upon ultimate settlement
using the facts, circumstances, and information available at the reporting date. Previously recognized tax positions are derecognized in
the first period in which it is no longer more likely than not that the
tax position would be sustained upon examination. Use of a valuation allowance is not an appropriate substitute for the derecognition
of the tax position. The requirement to assess the need for a valuation allowance for deferred tax assets based on the sufficiency of future taxable income is unchanged by FASB Interpretation No. 48.
When tax law requires payment of interest on an underpayment
of income taxes, interest expense is recognized in the first period
the interest would begin accruing according to the provisions of
the relevant tax law. If a tax position does not meet the minimum
statutory threshold to avoid payment of penalties, an expense for
the amount of statutory penalty is recognized in the period in
which the enterprise claims or expects to claim the position in the
tax return. If penalties were not recognized when the position was
initially taken, the expense is recognized in the period in which
the enterprise’s judgment about meeting the minimum statutory
threshold changes.
If the more-likely-than-not recognition threshold is not met in the
period for which a tax position is taken or expected to be taken, the
benefit of the tax position is recognized in the first interim period
that meets any one of three conditions:
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1. The more-likely-than-not recognition threshold is met by
the reporting date.
2. The tax matter is ultimately settled through negotiation or
litigation.
3. The statute of limitations for the relevant taxing authority
to examine and challenge the tax position has expired.
Previously recognized interest and penalties associated with tax
positions that subsequently meet one of the three conditions are
derecognized in the period that condition is met.
Required disclosures include the policy on classification of interest
and penalties, a tabular reconciliation of the total amounts of unrecognized tax benefits at the beginning and end of the period,
and the total amounts of interest and penalties recognized in the
statement of operations and in the statement of financial position.
FASB Interpretation No. 48 is effective for fiscal years beginning
after December 15, 2006. Earlier adoption is permitted as of the
beginning of the enterprise’s fiscal year, provided the enterprise
has not issued financial statements, including interim financial
statements, for that fiscal year.
The AICPA “Practice Guide on Accounting for Uncertain Tax
Positions Under FIN 48” presents a summary of FASB Interpretation No. 48, as well as related accounting, auditing, and tax issues. You can obtain the Practice Guide on the AICPA Web site
at www.aicpa.org.
The December 22, 2006, SEC staff “Letter to ICI re: Implementation of FASB Interpretation No. 48” provides the investment
companies industry with guidance for applying FASB Interpretation No. 48. The letter is available on the SEC Web site at
www.sec.gov/divisions/investment/letter_mutual_fund_fin_48.h
tm. A brief discussion of the SEC staff letter is presented below.
See also the discussion “SEC Staff Reviews of Financial Statements” in the “Regulatory Developments” section of this Alert.
The informal guidance of the taxing authority is often an important form of evidence when assessing the technical merits of
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a tax position. The provisions of FASB Interpretation No. 48
permit, and necessitate, the consideration of such informal
guidance. Pursuant to paragraph 7(b) of FASB Interpretation
No. 48, administrative practices and precedents of the taxing
authority should be considered in a fund’s analysis. Funds can,
and should, consider the taxing authority’s practice of addressing fund industry issues on a prospective basis as part of the administrative practices and precedents of the taxing authority.
When performing this analysis pursuant to paragraph 7(a) of
FASB Interpretation No. 48, a fund must presume that the tax
position will be examined by a taxing authority that has knowledge of all relevant information. FASB Interpretation No. 48
should not be read to limit the types or forms of evidence that
may be considered.
FSP No. FTB 85-4-1, “Accounting for Life Settlement
Contracts by Third-Party Investors”
FSP No. FTB 85-4-1, “Accounting for Life Settlement Contracts by Third-Party Investors,” provides initial and subsequent measurement guidance and financial statement
presentation and disclosure guidance for investments by thirdparty investors in life settlement contracts. Transactions in
which a broker facilitates settlement transactions between the
policy owner and the investor, and transactions that do not
involve a broker, are addressed.
An investor may elect to account for investments in life settlement contracts using either the investment method or the fair
value method. Elections are irrevocable and are made on an instrument-by-instrument basis. Investments that are remeasured
at fair value are reported by investors on the face of the statement
of financial position separately from those accounted for under
the investment method. Investment income from investments in
life settlement contracts that are remeasured at fair value and investment income from those life settlement contracts accounted
for under the investment method are reported separately on the
face of the income statement. Cash receipts and cash payments
related to life settlement contracts are classified pursuant to FASB
Statement No. 95, Statement of Cash Flows, based on the nature
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and purpose for which the life settlements were acquired.11FSP
No. FTB 85-4-1 requires certain disclosures, including disclosure
of the investor’s accounting policy for life settlement contracts
and disclosures for the fiscal period of adoption.
FSP No. FTB 85-4-1 shall be applied to fiscal years beginning after
June 15, 2006. Earlier application is permitted as of the beginning
of the investor’s fiscal year, provided that the investor has not yet
issued its first quarter financial statements for that fiscal year.
Nonauthoritative TPAs for Investment Companies
AICPA TPA 6910.21, “Recognition of Premium/Discount on
Short Positions in Fixed-Income Securities,” provides that when
recognizing interest expense on short positions, an investment
company should recognize all economic elements of interest, including premium and discount. Chapter 2 in the Audit and Accounting Guide Investment Companies requires that investment
companies amortize premiums and discounts on their investments, referring to long positions, but is silent as to whether similar accounting is required for short positions.
AICPA TPA 6910.22, “Presentation of Reverse Repurchase
Agreements,” provides that investment companies should present
liabilities for reverse repurchase agreements in their financial
statements at amounts payable. A reverse repurchase agreement
denominated in a currency that differs from the reporting currency should be translated at the current exchange rate.
AICPA TPA 6910.23, “Accounting Treatment of Offering Costs
Incurred by Investment Partnerships,” provides that an investment partnership that continually offers its interests should defer
offering costs incurred prior to the commencement of operations
and then amortize them to expense over the period that it continually offers its interests, up to a maximum of 12 months. The
straight-line method of amortization should generally be used. If
11.

Financial Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and
Classification of Cash Flows from Certain Securities Acquired for Resale, exempts
investment companies meeting certain conditions from the requirements of FASB
Statement No. 95, Statement of Cash Flows.
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the offering period terminates earlier than expected, the remaining deferred balance should be charged to expense.
AICPA TPA 6910.24, “Meaning of ‘Continually Offer Interests,’” provides guidance for how an investment partnership
should determine if it continually offers its interests.

Audit and Accounting Issues and Developments12
Investments in Inverse Floaters

Your investment company clients may make investments in municipal inverse floaters. They have been widely used by mutual funds
and other investment companies over many years under various
names: tender option bonds, RITES, RIBs, and DRIVERS, among
others. Some of these investments are initiated with a transaction
involving the transfer of municipal bonds from the investment
company client. Consider whether these transfers of municipal
bonds should be accounted for as secured borrowings rather than
sales according to FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities.
Audit and Accounting Guide Investment Companies

The Audit and Accounting Guide Investment Companies is updated
periodically with conforming changes to reflect the issuance of new
authoritative pronouncements and regulatory developments. The
most recent update of the Guide was prepared to reflect conforming
changes as of May 1, 2006 (product no. 012625kk). Conforming
changes to the 2006 edition of the Guide include:
• Update of Chapter 7 to discuss the guidance in FSP Nos.
AAG INV-1 and SOP 94-4-1, Reporting of Fully BenefitResponsive Investment Contracts Held by Certain Investment
Companies Subject to the AICPA Investment Company Guide
and Defined-Contribution Health and Welfare and Pension
Plans. The financial statement presentation and disclosure
guidance in FSP Nos. AAG INV-1 and SOP 94-4-1 is
effective for financial statements for annual periods ending
12. See

footnote 1 in this Alert.
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after December 15, 2006. Investment portfolio disclosures
resulting from the adoption of the FSP are discussed in
“Investments” in this section in this Alert. When implementing the guidance in FSP Nos. AAG INV-1 and SOP
94-4-1, note that paragraph 11 requires disclosure of a reconciliation between the beginning and ending balance of
the amount presented on the statement of assets and liabilities that represents the difference between net assets reflecting all investments at fair value and net assets for each
period in which a statement of changes in net assets is presented. To be considered within the scope of FSP Nos.
AAG INV-1 and SOP 94-4-1 as of the effective date and
thereafter, any portion of the investment company’s net assets attributable to a particular plan investee that is not
held in trust in a qualified employer-sponsored definedcontribution plan for the benefit of participants is not permitted to increase after January 15, 2006, except for
reinvestment of income earned.
• Addition of footnote 32 to paragraph 7.85 to inform readers that the AICPA has released nonauthoritative TPAs
6910.16 through 6910.20 that address nonregistered investment partnership financial statement presentation and
disclosures.
• Addition of paragraph 11.07 (for nonregistered investment
companies) and paragraph 11.11 (for registered investment companies) to illustrate the optional wording that
may be added to reports in accordance with AU section
9508.85-.88 “Clarification in the Audit Report of the Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing
Standards” (AICPA, Professional Standards, vol. 1). AU section 9508.85-.88 (AICPA, Professional Standards, vol. 1),
provides for audits of nonissuers an example of additional
language that may be added to an auditor’s standard report
to explain that an audit includes consideration of internal
control over financial reporting as a basis for designing
audit procedures but not for the purpose of expressing an
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opinion on the effectiveness of internal control over
financial reporting.
• Presentation in paragraph 11.19 of the revised illustrative report that the AICPA Investment Companies Expert Panel
developed to replace the illustrative “Report on Internal
Control Required by The SEC Under Form N-SAR.”
• Addition of a new section, “Reporting Pursuant to the
Global Investment Performance Standards,” to Chapter 11
to reflect the guidance in SOP 06-1. The new section replaces the section “Reporting Pursuant to the Association
for Investment Management and Research Performance
Presentation Standards.” See the related discussion “SOP
06-1, Reporting Pursuant to the Global Investment Performance Standards” in the “New Pronouncements and Other
Guidance” section of this Alert.
• Addition of new Appendix G, “References to AICPA
Technical Practice Aids.”
The Guide is an interpretive publication. It is the ASB’s intention
to make conforming changes to the interpretive publications over
the next several years to remove any language that would imply a
professional requirement where none exists. See the “Notice to
Readers” in the Guide, AU section 120, Defining Professional Requirements in Statements on Auditing Standards (AICPA, Professional Standards, vol. 1), and AT section 20, Defining Professional
Requirements in Statements on Standards for Attestation Engagements
(AICPA, Professional Standards, vol. 1).
Investments13

Significance to the Overall Audit
An investment company’s securities portfolio typically comprises
substantially all its net assets. Accordingly, the audit of an investment company’s investment accounts is a significant portion of
the overall audit because of the relative significance of those accounts and of the related income accounts. Auditors may identify
13. See

footnote 2 in this Alert.
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changes to the operations and procedures for investment valuation. In particular, investment companies may have implemented
operational and procedural changes for valuing investments in
foreign securities following the focus in recent years by the SEC
and by investors on market timing in funds investing overseas.
Guidance for Auditing Investments
In the table that follows, you will find brief summaries of selected
auditing guidance for consideration when auditing investment
accounts.
Paragraphs 2.99 through
2.183 of the Audit and
Accounting Guide
Investment Companies

Guidance on auditing procedures for
investment accounts. Among the matters
discussed are the principal objectives in
auditing the investment accounts, consideration
of internal control, and examination of
transactions and detail records, including
portfolio transactions with affiliates and the
valuation of investments.
The auditing procedures in paragraph 2.142
specify that the auditor should review such
relevant investment company documents as the
latest prospectus, statement of additional
information, certificate of incorporation, bylaws,
and minutes of the board of directors’ and shareholders’ meetings to gain an understanding of the
investment company’s investment objectives and
restrictions, and consider whether management
has a program to prevent, deter, or detect
noncompliance with the investment company’s
investment restrictions. The auditor should also
consider whether the program has identified
noncompliance with the stated investment
restrictions and test the operation of the program
to the extent considered necessary. An investment
company’s failure to comply with its stated
investment restrictions may be considered a
possible illegal act that may have an indirect effect
on the financial statements of the fund.
See paragraphs 2.128 and 2.142 regarding the
SEC requirement in Rule 38a-1 for
appointment of a chief compliance officer
responsible for administering and for reviewing
annually an investment company’s policies and
procedures designed to prevent violation of
federal securities laws. Chief compliance officers
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Paragraphs 5.55 through
5.87 of the Audit and
Accounting Guide
Investment Companies
AU section 317, Illegal Acts
by Clients (AICPA,
Professional Standards, vol. 1;
AICPA, PCAOB Standards
and Related Rules)

AU section 328, Auditing
Fair Value Measurements and
Disclosures (AICPA,
Professional Standards, vol. 1;
AICPA, PCAOB Standards
and Related Rules)

AU section 329, Analytical
Procedures (AICPA,
Professional Standards, vol. 1;
AICPA, PCAOB Standards
and Related Rules)

were required in 2006 to provide the first
reports on the operation of the policies and
procedures to fund boards.
Audit considerations for complex capital
structures including master-feeder funds and
funds of funds.
AU section 317 (AICPA, Professional Standards,
vol. 1; AICPA, PCAOB Standards and Related
Rules), prescribes the nature and extent of the
consideration an independent auditor should
give to the possibility of illegal acts by a client
in an audit of financial statements in
accordance with generally accepted auditing
standards (GAAS) and provides guidance on
the auditor’s responsibilities when a possible
illegal act is detected. Auditors may also be
required, under certain circumstances, pursuant
to the Private Securities Litigation Reform Act
of 1995 (codified in Section 10A(b)1 of the
Securities Exchange Act of 1934), to make a
report to the SEC relating to an illegal act that
has a material effect on the financial statements.
See paragraph 2.142 in the Audit and
Accounting Guide Investment Companies.
AU section 328 (AICPA, Professional Standards,
vol. 1; AICPA, PCAOB Standards and Related
Rules), provides guidance on auditing fair value
measurements and disclosures. AU section
328.23 (AICPA, Professional Standards, vol. 1;
AICPA, PCAOB Standards and Related Rules),
states that based on the auditor’s assessment of
the risk of material misstatement, the auditor
should test the entity’s fair value measurements
and disclosures. Substantive tests of the fair
value measurements may involve (a) testing
management’s significant assumptions, the
valuation model, and the underlying data, (b)
developing independent fair value estimates for
corroborative purposes, or (c) reviewing
subsequent events and transactions.
AU section 329 (AICPA, Professional Standards,
vol. 1; AICPA, PCAOB Standards and Related
Rules), provides guidance on the use of
analytical procedures and requires the use of
analytical procedures in the planning and
overall review stages of all audits.
37
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AU section 332, Auditing
Derivative Instruments,
Hedging Activities, and
Investments in Securities
(AICPA, Professional
Standards, vol. 1; AICPA,
PCAOB Standards and
Related Rules) and the
companion Audit Guide
Auditing Derivative
Instruments, Hedging
Activities, and Investments in
Securities (with conforming
changes as of May 1, 2006)
(product no. 012526kk)
AU section 9332.01-.04,
“Auditing Investments in
Securities Where a Readily
Determinable Fair Value
Does Not Exist” (AICPA,
Professional Standards, vol. 1)

Page 38

For significant risks of material misstatement,
AU sec. 329.09 (AICPA, PCAOB Standards and
Related Rules), provides that it is unlikely that
audit evidence obtained from substantive
analytical procedures alone will be sufficient.
The Audit Guide Analytical Procedures (with
conforming changes as of May 1, 2006)
(product no. 012556kk) provides practical
guidance to auditors on the effective use of
analytical procedures.
AU section 332 (AICPA, Professional Standards,
vol. 1; AICPA, PCAOB Standards and Related
Rules), provides guidance to auditors in
planning and performing auditing procedures
for assertions about derivative instruments,
hedging activities, investments in debt and
equity securities, and investments accounted for
under Accounting Principles Board (APB)
Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock.
The companion Audit Guide Auditing
Derivative Instruments, Hedging Activities, and
Investments in Securities, provides practical
guidance for implementing AU section 332.
AU section 9332.01-.04 (AICPA, Professional
Standards, vol. 1), provides guidance for
auditors of nonissuers regarding the adequacy
of audit evidence, with respect to the existence
and valuation assertions in AU section 332
(AICPA, Professional Standards, vol. 1), in
confirmations received from third parties where
a readily determinable fair value does not exist,
and the auditor determines auditing procedures
should include verifying the existence and
testing the measurement of the investments.
For example, an entity may have an investment
in a hedge fund that is reported at fair value,
but for which a readily determinable fair value
does not exist. Further, the hedge fund may
own interests in investments in limited
partnership interests or other private equity
securities for which a readily determinable fair
value does not exist. As part of the auditor’s
procedures in accordance with AU section 332
(AICPA, Professional Standards, vol. 1), an
auditor typically would satisfy the existence
38
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Practice Aid Alternative
Investments—Audit
Considerations
AU section 336, Using the
Work of a Specialist (AICPA,
Professional Standards, vol. 1;
AICPA, PCAOB Standards
and Related Rules)

AU section 9508.76-.84,
“Effect on Auditor’s Report
of Omission of Schedule of
Investments by Investment
Partnerships That Are
Exempt From Securities and
Exchange Commission
Registration Under the
Investment Company Act of
1940” (AICPA, Professional
Standards, vol. 1; AICPA,

assertion through either confirmation with the
hedge fund, examination of legal documents, or
other means. In confirming existence, the
auditor may request the hedge fund to indicate
or confirm the fair value of the entity’s investment in the hedge fund, including the fair value
of investments held by the hedge fund. In some
circumstances, the hedge fund will not provide
detailed information about the basis and
method for measuring the entity’s investment in
the hedge fund, nor will they provide
information about specific investments held by
the hedge fund. AU section 9332.01-.04
(AICPA, Professional Standards, vol. 1), provides
illustrative examples of information auditors
may receive in a third-party confirmation (in
the aggregate or on a security-by-security basis),
and interpretative guidance for auditors about
the adequacy of audit evidence provided in
those examples.
The Practice Aid is discussed in the “Recent
Auditing and Attestation Pronouncements and
Related Guidance” section of this Alert.
AU section 336 (AICPA, Professional Standards,
vol. 1; AICPA, PCAOB Standards and Related
Rules), provides guidance for auditors who use
the work of a specialist in performing an audit
in accordance with generally accepted auditing
standards. The examples listed in AU section
336.07 (AICPA, Professional Standards, vol. 1;
AICPA, PCAOB Standards and Related Rules),
of the types of matters that the auditor may
decide require him or her to consider using the
work of a specialist include valuations of
complex financial instruments and restricted
securities.
AU section 508.41, Reports on Audited
Financial Statements (AICPA, Professional
Standards, vol. 1; AICPA, PCAOB Standards
and Related Rules), addresses the effect of
inadequate disclosure of information essential
for fair presentation of the financial statements
on the auditor’s report. AU section 508.42
(AICPA, Professional Standards, vol. 1; AICPA,
PCAOB Standards and Related Rules), provides
an example of a report qualified for inadequate
disclosure, assuming that the auditor has
39
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concluded that it is not practicable to present
the required information and the effects are
such that the auditor has concluded an adverse
opinion is not appropriate. AU section 9508.81
(AICPA, Professional Standards, vol. 1; AICPA,
PCAOB Standards and Related Rules), states that
the example in AU section 508.42 (AICPA,
Professional Standards, vol. 1; AICPA, PCAOB
Standards and Related Rules), does not change
the requirement in AU section 508.41 (AICPA,
Professional Standards, vol. 1; AICPA, PCAOB
Standards and Related Rules), for the auditor to
issue a qualified or adverse opinion and also to
provide the missing information, if practicable.
If financial statements of an investment
partnership that is exempt from SEC
registration do not include the required
Schedule of Investments disclosures and it is
practicable for the auditor to determine them or
any portion thereof, AU section 9508.81
(AICPA, Professional Standards, vol. 1; AICPA,
PCAOB Standards and Related Rules), states that
the auditor should include the information in
his or her report expressing the qualified or
adverse opinion.
AU section 9508.82 (AICPA, Professional
Standards, vol. 1; AICPA, PCAOB Standards
and Related Rules), states that ordinarily it
would be practicable for the auditor to obtain
and present the information about investments
constituting more than 5 percent of net assets.
However, due to the need to categorize the
investments, the auditor might be in the
position of preparer of financial information
and, therefore, would not include the schedule
in his or her report.

Accounting for Investments
In the table that follows, you will find brief summaries of selected
accounting guidance for consideration when auditing investment
accounts.
Paragraph 1.33 in the Audit
and Accounting Guide
Investment Companies (the
Guide)

The fair value of an investment is the amount
at which the investment could be exchanged in
a current transaction between willing parties,
other than in a forced or liquidation sale. The
best evidence of fair value is the quoted market
40

ARA_text.qxp

3/26/2007

10:49 AM

Page 41

Paragraphs 2.19 through
2.98, and paragraph 2.179,
in the Guide

price in an active market. In the absence of a
quoted market price, amounts representing
estimates of fair values using methods applied
consistently and determined in good faith by
the board of directors should be used. FASB
Statement No. 157 was issued in 2006 and
defines fair value. FASB Statement No. 157 is
discussed in the “Recent Accounting
Pronouncements and Related Guidance”
section of this Alert.
Accounting guidance including methods of
valuing investments, defaulted debt securities,
expenditures in support of defaulted debt
securities, lending of portfolio securities, and
accounting for foreign investments.
As discussed in paragraph 2.179, for items
valued using a valuation model, the auditor
should determine whether the investment
company client has made appropriate
disclosures about the method(s) and significant
assumptions used to estimate the fair values of
such investments.
As discussed in paragraph 2.34, in December
2003, the SEC adopted Rule 38a-1 under the
Investment Company Act of 1940. In the
adopting release, the SEC stated that Rule
38 a-1 requires registered investment companies
and business development companies (referred
to in the release as “funds”) to adopt policies
and procedures that require the fund to
monitor for circumstances that may necessitate
the use of fair value prices; establish criteria for
determining when market quotations are no
longer reliable for a particular portfolio security;
provide a methodology or methodologies by
which the fund determines the current fair
value of the portfolio security; and regularly
review the appropriateness and accuracy of the
method used in valuing securities, and make
any necessary adjustments. In April 2004, the
SEC adopted rules requiring investment
companies offering their shares on Forms N-1A
and N-3 to provide a brief explanation in their
prospectuses of the circumstances under which
they will use fair value prices and the effects of
using fair value pricing.
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Chapter 3 in the Guide

Paragraphs 7.14 through
7.19 in the Guide

FASB EITF Issues No. 02-3,
“Issues Involved in
Accounting for Derivative
Contracts Held for Trading
Purposes and Contracts
Involved in Energy Trading
and Risk Management
Activities,” and No. 03-11,
“Reporting Realized Gains
and Losses on Derivative
Instruments That Are
Subject to FASB Statement
No. 133 and Not ‘Held for
Trading Purposes’ as Defined
in Issue No. 02-3”
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FASB Statement No. 157 establishes a
framework for measuring fair value in GAAP
and prohibits the use of a blockage factor. FASB
Statement No.157 is discussed in the “Recent
Accounting Pronouncements and Related
Guidance” section of this Alert.
Chapter 3 discusses pronouncements that
provide accounting and financial statement
presentation guidance for various types of
financial instruments.
Guidance for reporting the Schedule of
Investments. Chapter 7 of the May 1, 2006,
edition of the Guide was updated with
conforming changes to reflect the issuance of
FSP Nos. AAG-INV-1 and SOP 94-4-1. FSP
Nos. AAG-INV-1 and SOP 94-4-1 requires
that investment companies disclose, for fully
benefit-responsive investment contracts, as part
of the schedule of investments, the fair value of
each investment contract, including separate
disclosure of the fair value of the wrapper
contract and the fair value of each of the
corresponding underlying investments, if held
by the fund, in that investment contract. Major
credit ratings of the issuer or wrapper provider
for each investment contract are disclosed as
part of the schedule of investments.
See the highlights of the March 10, 2004,
meeting of the Investment Companies Expert
Panel, available on the AICPA Web site at
www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Accounting+
Standards/expertpanel_investco.htm. The
Regulatory Update section notes that the SEC
staff believes that for investment companies, all
fair value adjustments for interest rate swap
contracts and other derivative contracts should
be reflected in unrealized appreciation/
depreciation and realized gains and losses upon
a realization event, including periodic
payments. Periodic payments under interest rate
swaps and other derivative contracts are not reported as adjustments to investment income.
See the highlights of the December 2, 2003,
meeting of the Investment Companies Expert
Panel for information about the financial
statement presentation of realized gains and
42
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SEC Codification of
Financial Reporting Policies
Section 404.02, Accounting
for Interest Collected on
Defaulted Bonds
Section 404.03, Accounting,
Valuation, and Disclosure of
Investment Securities
Section 404.04, Restricted
Securities
Section 404.05, Money
Market Funds
Regulation S-X, Article 6
and Article 12

SEC Division of Investment
Management staff
interpretive letters:14
—Letter from Douglas
Scheidt, associate director
and chief counsel, SEC
Division of Investment
Management, to Craig S.
Tyle, Investment Company
Institute, December 8, 1999
(1999 Letter).
—Letter from Douglas
Scheidt, associate director
and chief counsel, SEC
Division of Investment
Management, to Craig S.
Tyle, Investment Company
Institute, April 30, 2001
(2001 Letter).

14. You

losses and unrealized gains and losses by
investment companies.
See Sections 404.03 and 404.04 for guidance
on accounting, valuation, and disclosure of
investment securities and on restricted
securities, including the factors to be considered
in, and the responsibilities for and methods
used for, the valuation of securities for which
market quotations are not readily available.

Rules 6.03, 6.04, 6.05, 12-12, 12-12A, 12-12B,
12-12C, 12-13, and 12-14 apply to registered
investment companies. Small Business
Investment Companies (SBICs) are covered in
Article 5. Part 107 of the Small Business
Administration (SBA) rules and regulations
includes guidance on proper techniques and
standards for valuing portfolios for purposes of
regulatory reporting to the SBA.
The 1999 Letter clarified that market
quotations for portfolio securities are not
readily available when the exchanges or markets
on which those securities trade do not open for
an entire day, and that funds accordingly must
price those securities based on a determination
of fair value; provided additional guidance
regarding the process of fair value pricing;
described certain factors that funds should
consider when pricing portfolio securities at fair
value; and discussed the obligations of fund
boards of directors for pricing portfolio
securities at fair value and measures that boards
may take when discharging those
responsibilities. The 1999 Letter reaffirmed that
SEC Accounting Series Releases No. 113 and
No. 118 continue to represent the views of the
SEC on securities valuation.
The 2001 Letter stated the SEC staff ’s views on
the obligations of funds and their directors
under the Investment Company Act of 1940 to
(continued)

can obtain these documents on the SEC Web site at www.sec.gov.
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SEC Release No. IC-26418,
Disclosure Regarding Market
Timing and Selective
Disclosure of Portfolio
Holdings

determine in good faith the fair value of the
funds’ portfolio securities when market
quotations are not readily available, as well as
other topics, such as the valuation of securities
traded on foreign exchanges and the
inappropriate use of fair value pricing for
securities for which market quotations are
readily available.
Requires investment companies offering their
shares on Forms N-1A and N-3 to provide a
brief explanation in their prospectuses of the
circumstances under which they will use fair
value prices and the effects of using fair value
pricing.

Investment Strategies Achieved by Funds Investing in Other Funds15

A recent development in the investment companies industry is
the increase in the number of registered funds that invest in
another fund as regulations evolve to permit such investment
activity. Funds might achieve their investment strategy by
investing most of their investable assets in another fund or
other funds, commonly referred to as a fund of funds structure.
Fund of funds structures may provide for consolidation and
greater efficiency in investment of a certain asset class.
Accounting and auditing guidance for funds of funds is found
in Chapter 5, “Complex Capital Structures,” in the Audit and
Accounting Guide Investment Companies. Consider whether
recent industry developments regarding the use of funds of
funds may indicate the existence of auditing issues in addition
to those addressed in that guidance. Some examples of additional audit issues to consider are:
• To the extent an investor fund invests in a number of nonaffiliated investment companies, what audit procedures should
the auditor perform on investee fund financial information
that is included in the investor fund financial statements?
• What procedures should an auditor of a fund of registered funds perform when auditing the valuation of the
underlying funds that are managed by an affiliated entity,
15. See

footnote 2 in this Alert.

44

ARA_text.qxp

3/26/2007

11:32 AM

Page 45

especially if the year-ends differ or the affiliated funds are
audited by another firm?
— How are audit procedures for auditors of nonissuers
affected by AU section 9332.01-.04 (AICPA, Professional Standards, vol. 1)?
— Can the audited financial statements of the investee
funds be utilized as audit evidence to the extent the
fiscal years of the investee funds and the investor fund
correspond?
• Are there concerns for a principal auditor if most of the
assets of the investor fund are invested in investee funds
that are audited by other audit firms?
• For a registered fund of funds in which the investee fund
shares are held by a transfer agent, should the wording of the
audit opinion that refers to the confirmation process be modified? What are the audit considerations if the transfer agent
and the investee funds are affiliated with the investor fund?
See the discussion “Securities and Exchange Commission Developments” in this Alert for information about recent rulemaking
for fund of funds investments.

Regulatory Developments16
In this section of the Alert, we briefly summarize selected regulatory developments since the writing of last year’s Alert that have
particular interest for auditors and their clients in the investment
companies industry. See the “Information Sources” table at the
end of this Alert for a list of some Web sites that can provide
additional information on regulatory developments.
Securities and Exchange Commission Developments17

The complete text of SEC final rules discussed in this section of this
Alert, rules adopted subsequent to the writing of this Alert, proposed
16. See
17. See

footnote 1 in this Alert.
footnote 2 in this Alert.
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rules, and other information about SEC regulations and developments can be obtained from the SEC Web site at www.sec.gov.
Final Rules
Brief summaries about final rules released by the SEC since the
writing of last year’s Alert and that are of particular interest for
the investment companies industry are provided in this section of
the Alert.
• Rulemaking for EDGAR System (Releases No. IC-26990A,
No. 33-8590A, and No. 34-52052A). Last year’s Alert
discussed a final SEC rule (see SEC Release No. IC-26990)
that expands the information that certain investment company filers are required to submit to the SEC through the
Electronic Data Gathering, Analysis, and Retrieval
(EDGAR) system. The SEC made technical corrections in
2006 to Part 232 of Regulation S-T. Effective date: February 8, 2006. The final rule was published in the February
14, 2006, Federal Register.
• Technical Amendments to Form ADV, Form ADV-W, Form
ADV-H, Form ADV-E (Release No. IA-2504). The SEC issued technical amendments to Form ADV, Form ADV-W,
and Form ADV-E to reflect the addition of the U.S. Virgin
Islands to the group of states with investment adviser
statutes. Technical amendments to Form ADV and Form
ADV-H update the SEC mailing address. Effective date:
April 7, 2006. The final rule was published in the April 6,
2006, Federal Register.
• Fund of Funds Investments (Releases No. IC-27399 and
No. 33-8713). Historically, Section 12(d) of the Investment Company Act of 1940 (the 1940 Act) limits a registered investment company’s ability to invest in other
investment companies. Except for a limited number of registered funds that receive exemptive orders from the SEC,
such fund of funds structures have been limited to unregistered investment companies. Section 12(d) was amended
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in 1996 to permit registered investment companies to invest in other investment companies provided that both the
investor and investee funds were part of the same group of
investment companies (affiliated funds). See paragraph
5.22 in the Audit and Accounting Guide Investment Companies. In 2006, the SEC adopted the following three new
rules under Section 12(d):
— Rule 12d1-1: Exemptions for investments in money market funds. Rule 12d1-1 provides exemption from Section 12(d)(1), Section 17(a), Section 57, and Rule
17d-1 under the 1940 Act, and is designed to permit
cash sweep arrangements. If specified conditions are
satisfied, investment companies, including business development companies and other closed-end investment
companies, are permitted to invest an unlimited
amount of uninvested cash in shares of money market
funds in the same fund complex or a different fund
complex, rather than directly in short-term investments. The investment would have to be consistent
with the fund’s investment objectives and policies. The
acquired fund may be an unregistered money market
fund that operates like a money market fund registered
under the 1940 Act. The final rule permits unregistered
funds to invest their cash in shares of a registered money
market fund and eliminates most conditions included
in SEC exemptive orders. One condition that was retained precludes the acquiring fund from paying a sales
load, distribution fee, or service fee on acquired fund
shares. Effective date: July 31, 2006.
— Rule 12d1-2: Exemptions for investment companies relying
on Section 12(d)(1)(G) of the Act. Rule 12d1-2 codifies
and expands three types of relief provided for affiliated
funds of funds. First, Rule 12d1-2(a)(1) permits an
affiliated fund of funds to acquire securities of funds that
are not part of the same group of investment companies,
subject to Section 12(d)(1)(A) or Section 12(d)(1)(F) limits. Second, Rule 12d1-2(a)(2) provides an exemption
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from Section 12(d)(1)(G) of the 1940 Act to permit an affiliated fund of funds to invest, consistent with the fund’s
investment policies, directly in securities not issued by a
fund. Third, Rule 12d1-2(a)(3) permits an affiliated fund
of funds to invest in affiliated or unaffiliated money market funds in reliance on Rule 12d1-1. The investor fund
must comply with the conditions in Rule 12d1-1. Effective date: July 31, 2006.
— Rule 12d1-3: Exemptions for investment companies relying
on Section 12(d)(1)(F) of the Act. A registered investment
company relying on Section 12(d)(1)(F) to invest all its
assets in other registered investment companies is allowed
under Rule 12d1-3 to charge sales loads greater than 1½
percent, provided that the aggregate sales load any investor pays does not exceed the limits on sales loads in
Rule 2830 of the Conduct Rules of the National Association of Securities Dealers for funds of funds. Effective
date: July 31, 2006.
The SEC amended Form N-1A,18 Form N-2,19 Form N-3,20 Form
N-4,21 and Form N-622 to require disclosures about acquired fund
expenses in the fee table. The disclosures are required for all new registration statements and all post-effective amendments that are annual updates to effective registration statements on those forms filed
on or after January 2, 2007. The final rule was published in the June
27, 2006, Federal Register.
• Executive Compensation and Related Person Disclosure
(Releases No. IC-27444A and No. 33-8732A). The SEC
amended the required disclosures for executive and director compensation,23 related person transactions,24 director
18. See

Form N-1A, Item 3. Risk/Return Summary: Fee Table.
Form N-2, Item 3. Fee Table and Synopsis.
20. See Form N-3, Item 3. Synopsis or Highlights.
21. See Form N-4, Item 3. Synopsis.
22. See Form N-6, Item 3. Risk/Benefit Summary: Fee Table.
23. See Item 402 of Regulation S-K. In December 2006, the SEC issued interim final
rules together with a request for further comments. See SEC Release No. 33-8765.
24. See Item 404 of Regulation S-K.
19. See
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independence and other corporate governance matters,25
and security ownership of officers and directors,26 in proxy
and information statements, periodic and current reports,
and other filings with the SEC.27 The amendments change
the persons covered by disclosure requirements, and the
threshold for disclosure in proxy and information statements and registration statements, of certain interests,
transactions, and relationships of directors, raising it from
$60,000 to $120,000.28 Amended disclosures generally
have to be provided in plain English. Information that registered investment companies (other than business development companies) previously were required to provide
under Item 7 of Schedule 14A is now required by Item
22(b) of Schedule 14A. Conforming amendments were
made to Form N-CSR to add cross references to Item 407
of Regulation S-K and to Item 22(b)(15) of Schedule 14A.
Business development companies are required to apply the
same disclosure requirements for executive compensation
that were adopted for operating companies in Item 402 of
Regulation S-K.29 This includes providing a Compensation Discussion and Analysis, and Summary Compensation Table, and covering the same persons as operating
companies in compensation disclosure. Disclosure of compensation of members of the advisory board or certain affiliated persons is no longer required in registration
statements. Business development companies are also not
required to include compensation from the “fund complex” in proxy and information statements and registration
statements. Effective date: November 7, 2006. Registered
25. See

new Item 407 of Regulation S-K.
Item 403 of Regulation S-K.
27. See the release for a complete list of amendments.
28. See Schedule 14A, Item 22(b)(7), Item 22(b)(8), and Item 22(b)(9); Form N-1A,
Item 12(b)(6), Item 12(b)(7), and Item 12(b)(8); Form N-2, Item 18.9, Item 18.10,
and Item 18.11; and Form N-3, Item 20(h), Item 20(i), and Item 20(j).
26. See

29. Business

development companies are required to respond to Item 11 of Form 10K,
Items 7, 8, and 22(b) of Schedule 14A, and new Item 18.14 of Form N-2. Business
development companies no longer have to respond to Schedule 14A, Item
22(b)(13) and to Form N-2, Item 18.13.
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investment companies have to comply with the disclosure
requirements in initial registration statements and post-effective amendments that are annual updates to effective
registration statements on Form N-1A, Form N-2 (except
those filed by business development companies), and Form
N-3, and in any new proxy or information statements that
are filed on or after December 15, 2006. For business development companies, Form 10-K compliance is required
for fiscal years ending on or after December 15, 2006. For
proxy and information statements, compliance is required
for any new proxy or information statement filed on or
after December 15, 2006. The final rule was published in
the September 8, 2006, Federal Register. The SEC requested additional comment about proposed compensation disclosures for up to three additional highly
compensated employees. See Release No. 33-8735.
• Mutual Fund Redemption Fees (Release No. IC-27504).
Funds are required by Rule 22c-2 under the 1940 Act, which
was adopted in 2005, to enter into written agreements with
their financial intermediaries that require the intermediaries
to provide the funds with access to information about certain
shareholder identity and transaction information, regardless
of whether the fund imposes a redemption fee. Each fund determines when it should receive that information.30 The
compliance date for Rule 22c-2 was October 16, 2006. The
SEC revised Rule 22c-2 in 2006. The definition of “financial
intermediary” was amended to limit the types of intermediaries with which funds must enter into shareholder information agreements by excluding from that definition any entity
that the fund treats as an “individual investor” for purposes of
the fund’s policies intended to eliminate or reduce dilution of
the value of fund shares (that is, frequent trading and
redemption fee policies). The exclusion does not apply if a
30. The

requirements of Rule 22c-2 do not apply to (1) money market funds, (2) funds
that issue securities that are listed on a national securities exchange, and (3) funds
that affirmatively permit short-term trading and prominently disclose in the
prospectus that short-term trading of fund shares is permitted and may result in
additional costs to the fund, unless those funds elect to impose a redemption fee.
See Rule 22c-2(b).

50

ARA_text.qxp

3/26/2007

10:49 AM

Page 51

fund has not established frequent trading policies. Such
funds would need to identify the shareholder accounts that
are financial intermediaries. The amendments clarify the application of Rule 22c-2 to chains of intermediaries and the effect of a fund’s failure to obtain an agreement with any of its
intermediaries. Effective date: December 4, 2006. The compliance date by which funds must enter into shareholder information agreements with intermediaries was extended to
April 16, 2007. The date by which funds must be able to request and promptly receive shareholder identity and transaction information pursuant to shareholder information
agreements was extended to October 16, 2007.
• Definition of Eligible Portfolio Company under the Investment Company Act of 1940 (Release No. IC-27538). The
SEC expanded the definition of “eligible portfolio company” as part of the requirement for business development
companies to invest at least 70 percent of total assets in
certain specified types of companies (the 70 percent basket), with the adoption of new Rule 2a-46 and new Rule
55a-1 under the 1940 Act. New Rule 2a-46 defines eligible
portfolio company to include all private domestic operating companies and those public domestic operating companies whose securities are not listed on a national
securities exchange. Domestic operating companies with
securities traded on the over-the-counter bulletin board
and through Pink Sheets LLC qualify as eligible portfolio
companies. Rule 55a-1 allows business development companies to make 70 percent basket follow-on investments in
companies that met the definition of eligible portfolio
company under Rule 2a-46 at the time of the business development company’s initial investment(s) in them but not
at the time of the follow-on investment, subject to certain
conditions. Effective date: November 30, 2006. The SEC
reproposed a rule for comment (see Release No. IC27539) that would expand the definition of eligible portfolio company to include certain companies that list their
securities on a national securities exchange.
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• Amendments to the Tender Offer Best-Price Rules (Releases
No. IC-27542 and No. 34-54684). The SEC amended the
third-party and issuer tender offer best-price rules31 to address the uncertainty resulting from divergent court interpretations that have employed an integral-part test or
bright-line test to determine best-price rule violations, and
to diminish a regulatory disincentive against structuring
transactions as tender offers. Under the amendments, the
best-price rules apply only to the consideration offered and
paid for securities tendered in a tender offer, and not to
compensatory arrangements. Consideration offered and
paid according to employment compensation, severance,
or other employee benefit arrangements with security
holders of the subject company are not prohibited if certain requirements are met. Under an accompanying nonexclusive safe harbor, arrangements approved by certain
independent directors of either the subject company’s or
the bidder’s board of directors, or a committee performing
similar functions, are not prohibited by the third-party and
issuer tender offer best-price rules. A director of a registered closed-end investment company is considered to be
independent if the director is not an interested person of
the investment company, as defined in Section 2(a)(19) of
the 1940 Act. Effective date: December 8, 2006.
• Internet Availability of Proxy Materials (Releases No. IC27671 and No. 34-55146). The SEC amended its proxy
rules under Section 14 of the Securities Exchange Act of
1934 (the 1934 Act) to allow companies, through a “notice
and access” model, to furnish proxy materials on an Internet
Web site and provide shareholders with a Notice of Internet
Availability of Proxy Materials before the meeting date. A
soliciting person other than the company may follow the
notice and access model. Effective date: March 30, 2007.

31. See

Rule 13e-4 and Rule 14d-10 under the Securities Exchange Act of 1934.

52

ARA_text.qxp

3/26/2007

10:49 AM

Page 53

Self-Regulatory Organization Rulemaking
You can refer to the SEC Web site at www.sec.gov to obtain information about self-regulatory organization (SRO) rules approved by the SEC.
Interpretative Release
The SEC released an Interpretation, Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the Securities Exchange Act of 1934 (see Release No. 34-54165), with
request for comment, to provide interpretive guidance on money
managers’ use of client assets to pay for research and brokerage
services in light of evolving technologies and industry practices
under the safe harbor that is codified as Section 28(e) of the 1934
Act. Money managers include investment advisers. Conduct not
protected by Section 28(e) may constitute a breach of fiduciary
duty as well as a violation of federal securities laws, including the
Investment Advisers Act of 1940 (Advisers Act), and the 1940
Act. The Interpretation replaces Section II and Section III of the
interpretive guidance on Section 28(e) previously issued by the
SEC in 1986. Effective date: July 24, 2006. Market participants
may continue to rely on the SEC’s prior interpretations of Section 28(e) until January 24, 2007.
Registration of Hedge Fund Advisers
The requirements in Rule 203(b)(3) under the Advisers Act for SEC
registration of advisers to certain private investment pools (hedge
funds) became effective February 1, 2006.32 In the June 23, 2006,
decision in Philip Goldstein, Kimball & Winthorp, Inc., and
Opportunity Partners, L.P., v. Securities and Exchange Commission,
the U.S. Court of Appeals for the District of Columbia Circuit invalidated the hedge fund registration rule. The SEC did not seek an
en banc review of the decision or petition the U.S. Supreme Court
for a writ of certiorari (appeal the decision).33 SEC Chairman
Christopher Cox’s “Testimony Concerning the Regulation of
32. See

SEC Release No. IA-2333 on the SEC Web site at www.sec.gov/rules/final/
ia-2333.htm.

33. See

SEC Release No. 2006-135 on the SEC Web site at www.sec.gov/news/
press/2006/2006-135.htm.
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Hedge Funds” before the U.S. Senate Committee on Banking,
Housing, and Urban Affairs has information about SEC initiatives
for hedge funds.34 The Investment Adviser Registration Depository
(IARD) homepage has SEC Staff Guidance for interim completion
of Form ADV pending IARD reprogramming to reverse Form
ADV amendments that were vacated.35 Also, see the August 10,
2006, SEC no-action letter to ABA Subcommittee on Private Investment Entities and the August 28, 2006, SEC no-action letter to
Deloitte & Touche LLP.36 The August 28, 2006, no-action letter
provides certain independence transition relief for hedge funds that
are managed by advisers that registered under Rule 203(b)(3) and
did not choose to subsequently withdraw their registrations and
accountants that audit the hedge fund financial statements for
the purpose of complying with custody Rule 206-4(2) under the
Advisers Act.
Investment Company Governance
In 2004, the SEC amended the 10 Exemptive Rules under the
1940 Act to require that investment companies relying on those
Exemptive Rules satisfy certain governance standards.37 The
amendments require that funds relying on the Exemptive Rules
have boards of directors with (1) no less than 75 percent independent directors and (2) an independent chair. The Chamber of
Commerce of the United States of America challenged the two
requirements. In response to a remand order by the U.S. Court of
Appeals for the District of Columbia Circuit in Chamber of Commerce of the United States of America v. Securities and Exchange
Commission, the SEC considered further two deficiencies in the
rulemaking that the Court identified. On June 29, 2005, by a 32 vote, the SEC readopted the two corporate governance requirements.38 The Chamber of Commerce of the United States of
34. You

can obtain the testimony on the SEC Web site at www.sec.gov/news/
testimony/2006/ts072506cc.htm.

35. You

can obtain the SEC Staff Guidance on the SEC Web site at www.sec.gov/
divisions/investment/iard.shtml.

36. You

can obtain the no-action letters on the SEC Web site at www.sec.gov.
Release No. IC-26520 at www.sec.gov/rules/final/ic-26520.htm.
38. See Release No. IC-26985 on the SEC Web site at www.sec.gov/rules/final/
ic-26985.pdf for the SEC response to the remand.
37. See
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America responded with another request to stay implementation
of the requirements, which was granted by the U.S. Court of Appeals for the District of Columbia Circuit in August 2005.
On April 7, 2006, the U.S. Court of Appeals for the District of
Columbia Circuit vacated the two corporate governance requirements but withheld its mandate for 90 days. The SEC released a
request for additional comment, Investment Company Governance, published in the June 19, 2006, Federal Register, seeking
comment about the proposed rule amendments, with comments
due on or before August 21, 2006. In December 2006, the SEC
reopened the comment period for the amendments, to permit
public comment on two papers prepared by the Office of Economic Analysis on the fund governance provisions. See Release
No. IC-27600.39
Staff Accounting Bulletin No. 108
On September 13, 2006, the SEC released Staff Accounting Bulletin (SAB) No. 108, Topic 1N, Considering the Effects of Prior
Year Misstatements when Quantifying Misstatements in Current
Year Financial Statements. The issuance provides interpretive
guidance on how the effects of the carryover or reversal of prior
year misstatements should be considered in quantifying a current
year misstatement.
There have been two common approaches used to quantify such
errors. Under one approach, the error is quantified as the amount
by which the current year income statement is misstated (rollover
approach). The other common approach quantifies the error as
the cumulative amount by which the current year balance sheet is
misstated (iron curtain approach). Exclusive reliance on an income statement approach can result in a registrant accumulating
errors on the balance sheet that may not have been material to any
individual income statement, but which nonetheless may misstate
one or more balance sheet accounts. Similarly, exclusive reliance
on a balance sheet approach can result in a registrant disregarding
the effects of errors in the current year income statement that
39. You

can obtain the release on the SEC Web site at www.sec.gov/rules/proposed/
proposedarchive/proposed2006.shtml.
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result from the correction of an error existing in previously issued
financial statements.
The SEC staff believes registrants must quantify the impact of
correcting all misstatements, including both the carryover and reversing effects of prior year misstatements, on the current year financial statements. The SEC staff believes that this can be
accomplished by quantifying errors under both a balance sheet
and an income statement approach and by evaluating errors measured under each approach. Thus, a registrant’s financial statements would require adjustment when either approach results in
quantifying a material misstatement after considering all relevant
quantitative and qualitative factors.
If, in correcting an error in the current year, an error is material to
the current year’s income statement, the prior year financial statements should be corrected, even though such a revision previously was and continues to be immaterial to the prior year
financial statements. Correcting prior year financial statements
for immaterial errors would not require previously filed reports to
be amended. Such correction may be made the next time the registrant files the prior year financial statements. However, registrants electing not to restate prior periods should follow the
disclosure requirements specified in the SAB. In general, SAB
No. 108 is effective for financial statements for fiscal years ending
after November 15, 2006, with earlier application encouraged in
any report for an interim period of the first fiscal year ending
after November 15, 2006, and filed after the SAB’s publication
date of September 13, 2006. For additional accounting and transition information, see the issuance at www.sec.gov/interps/account/sab108.pdf.
See the related discussion “Proposed FASB Guidance for Quantification of Misstatements” in the “On the Horizon” section of
this Alert.
CCOutreach Program
The SEC Office of Compliance Inspections and Examinations
and the Division of Investment Management jointly sponsor the
CCOutreach program to enable better communication of the
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SEC and SEC staff with mutual fund and investment adviser
chief compliance officers. For information about the program
visit the SEC Web site at www.sec.gov.
SEC Staff Reviews of Financial Statements
Disclaimer: Below is a summary of financial statement review
comments given by the SEC Staff (the Staff ) to investment company registrants. These comments were compiled by the AICPA
Investment Companies Expert Panel and have not been approved
or endorsed by the SEC or its Staff.
• Consolidation by Investment Companies. Rule 6-03(c)(1) of
Regulation S-X provides guidance relating to consolidation by registered investment companies. It states “…
statements of the registrant may be consolidated only with
the statements of subsidiaries which are investment companies.” The May 1, 2006, edition of the Audit and Accounting Guide Investment Companies (the Guide),
paragraph 7.05, states that consolidation is appropriate
when “the investment company has an investment in an
operating company that provides services to the investment company, for example, an investment adviser or
transfer agent. In those cases, the purpose of the investment is to provide services to the investment company
rather than to realize a gain on the sale of the investment.”
The Staff has indicated that they interpret S-X 6-03(c)(1)
generally to prohibit the consolidation by a registered investment company of any entities other than registered investment companies.
The Staff have raised particular concerns about consolidation of entities providing services to registered investment
companies, because the resulting mixing of fair value accounting and historical accounting may distort the investment company's reported performance. The Staff have
indicated that, pursuant to written requests citing specific
facts and circumstances, they have not objected to consolidation of nonregistered investment companies that are
wholly owned (or substantially wholly owned) by a regis57
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tered investment company and, in certain cases, operating
companies providing all or substantially all of their services
or operations to a registered investment company and/or
its portfolio companies. The Staff recommends that registrants seek preapproval when a registered investment company intends to consolidate an entity other than another
registered investment company.
• Fund of Funds Rule. According to the newly adopted Fund
of Funds rule, which can be found at www.sec.gov/rules/
final/2006/33-8713.pdf, the prospectus fee table must
contain a new line item called “Acquired Fund Fees and
Expenses” (AFFE). The AFFE discloses the percentage of
indirect expenses incurred by the acquiring fund when investing in one or more acquired funds, or, if less than one
basis point, such percentage may be included in the “other
expenses” line item within the expense table. The Staff
commented that any acquiring fund investing in an acquired fund must include this disclosure, including funds
that invest in exchange traded funds and money market
funds. The AFFE disclosure is required only in the
prospectus fee table and is not required in the expense example or the financial highlights table contained in shareholder reports. However, funds are permitted to explain
the differences between the expense ratios in a footnote to
their respective fee table schedules.
• Certifications Contained in Form N-CSR. The Staff have
noted outdated certifications by the principal executive
and principal financial officer contained in Form N-CSR.
Such certifications are required by Rule 30a-2(a) under the
Investment Company Act of 1940 (the 1940 Act). In particular, some Form N-CSR certifications did not address
the effectiveness of the registrant’s disclosure controls and
procedures as defined in Rule 30a-3(c) under the 1940
Act. Registrants should ensure they are using the most current certifications contained in Form N-CSR.
• Fund Mergers. Some registrants define their expenses relating
to fund mergers as extraordinary. Accounting Principles
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Board (APB) Opinion No. 30, Reporting the Results of Operations—Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring
Events and Transactions, defines extraordinary expenses as
those that meet two criteria: unusual in nature and are infrequent in occurrence. The Staff believes that merger-related
expenses are not extraordinary expenses as they are not unusual or infrequent as defined in APB Opinion No. 30, and
thus are not eligible for exclusion from prospectus fee tables
(see, for example, Form N-1A, Item 3, Instruction 3(c)(ii)).
If agreements between funds and advisers established expense
caps excluding "extraordinary" expenses without further definition of the term, the Staff encourages registrants to revisit
whether merger-related expenses were inappropriately defined as "extraordinary" and thereby excluded from the expense cap calculation. If management and the board
intended to exclude merger-related expenses from expense
caps, such exclusion should be stipulated contractually.
• Organization Costs in Seed Financial Statements for a
Closed-End Fund. The initial filing of Form N-2 for a
closed-end fund that is not a series of a larger trust
generally requires an audited “seed–capital” statement of
assets and liabilities with accompanying notes and in
certain cases, an audited statement of operations. To the
extent a closed-end fund incurs organization expenses
that are not paid for and assumed by the fund sponsor or
another party, the fund must present these expenses in
the statement of operations for the period from the organization date through the end of the reporting period.40
Under certain arrangements, the sponsor or another
party agrees to pay for and assume only those organization and offering costs incurred by the fund which
exceed a specified ceiling expressed as a per share
amount. For example, an arrangement might state that
the adviser will reimburse the fund for organization
40. See

letter from Kenneth V. Domingues, Chief Accountant, Division of Investment
Management, SEC, to Chief Financial Officer (December 30, 1998) discussing
“Organization Costs For Open-end Investment Companies.”
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expenses and offering costs in excess of $0.03 per share.
Although the actual amount of the organization expenses that will be borne by the fund will not be known
until the initial offering has been completed, AICPA
Statement of Position (SOP) 98-5, Reporting on the Costs
of Start-Up Activities, requires organization expenses to
be expensed as incurred. Offering costs, however, should
be deferred and charged to paid-in capital upon the sale
of shares.41 In order to comply with SOP 98-5 when an
arrangement similar to that described above exists, the
sponsor may contribute additional capital to ensure the
net assets do not fall below $100,000 after the fund
records the organization expenses.
• Delayed Implementation of FASB Interpretation No. 48 for
NAV Calculations. The SEC staff would not object if a fund
implements FASB Interpretation No. (FIN) 48 in its net
asset value per share (NAV) calculation as late as its last NAV
calculation in the first required financial statement reporting
period for its fiscal year beginning after December 15,
2006.42 Calendar year-end funds, for example, are the first
group of funds required to implement FIN 48 and could implement FIN 48 as late as their June 29, 2007 (the last business day of the semi-annual reporting period) NAV
calculation and the effects of FIN 48 would be reflected in
the fund’s semi-annual financial statements contained in its
Form N-CSR filing. Similarly, funds that have fiscal years
ending February 28, 2007, are required to implement FIN
48 in their NAV calculation no later than August 31, 2007.
Funds that have a fiscal year end of November 30, 2007,
would be the last group of funds required to implement FIN
48. Therefore, those funds would have until May 30, 2008
(the last business day of the semi-annual reporting period) to
implement FIN 48 in their NAV calculation.
41. See

paragraph 8.24 of the Guide.
letter from Conrad Hewitt, Chief Accountant and Barry Miller, Associate Director,
Division of Investment Management to Mr. Paul Schott Stevens, President of the
Investment Company Institute, dated December 22, 2006.

42. See
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Help Desk—See the AICPA Audit Risk Alert SEC and
PCAOB Alert—2006/07 (product no. 022497kk) for a thorough discussion of recent SEC developments including an update on new SEC final rules and other issuances. See the “On
the Horizon” section of this Alert for information about selected proposed SEC rules that may be especially relevant to
the investment companies industry.

Commodity Futures Trading Commission Developments

Investment partnerships that are commodity pools subject to the
regulations of the Commodity Exchange Act of 1974 are required
to comply with the financial reporting requirements of Part 4 of
the Commodity Futures Trading Commission (CFTC) Regulations.43 The complete text of the CFTC final rules discussed in
this section of the Alert, rules adopted subsequent to the writing
of this Alert, and information about proposed rules, the annual
letters to commodity pool operators (CPOs), and other CFTC
regulations and developments can be obtained from the CFTC
Web site at www.cftc.gov.
Final Rules
The CFTC published the final rule Commodity Pool Operator
Electronic Filing of Annual Reports in the February 22, 2006,
Federal Register. It amends the following Part 4 rules for CPOs,
effective March 24, 2006:
• Rule 4.7(b)(2) was amended to clarify that the account statement provided to pool participants be presented and computed in accordance with generally accepted accounting
principles.
• Rule 4.7(b)(3) and Rule 4.22(c) were amended to require
that registered CPOs file their commodity pool annual
reports electronically with the National Futures Association (NFA) through the NFA’s established electronic
filing procedures.
43. Rule

4.13 and Rule 4.5 under the Commodity Exchange Act of 1974 provide for
exemptions from registration under that Act.
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• Rule 4.22(d) was amended to specifically state that Rule
1.16(g) is applicable to CPOs with respect to notifications
of changes in independent accountants engaged for certifying commodity pool financial statements. The notification
may be made solely to the NFA.
• Rule 4.22(f )(1)(ii)(B) was amended to clarify that the
term “segregation” in Rule 4.22(f )(1) refers to the Rule
4.20(c) prohibition on commingling of funds of a commodity pool with the assets of any other person.
• Rule 4.22(g)(2) and Rule 4.22(g)(3) were amended to require that notifications concerning CPOs’ elections of fiscal years for commodity pools other than the calendar year
or subsequent changes in fiscal year-ends be solely filed
with the NFA.
• Rule 4.22(h) was amended to require that the oath or affirmation on annual reports filed with the NFA must be
made using electronic filing procedures.
• Rule 4.22(j) was deleted and a provision was added to
Rule 4.23(a) to require that CPOs maintain in their
books and records a manually signed oath or affirmation
for all annual reports and account statements, and
records of key financial balances submitted to the NFA.
CFTC Staff “Dear CPO” Letter
On February 17, 2006, the Division of Clearing and Intermediary Oversight of the CFTC issued a letter to assist registered
CPOs with preparing and filing annual financial reports required by the Commodity Exchange Act.44 Regulatory changes
affecting CPOs and reminders about requirements in response
to observed common deficiencies in prior years’ annual reports
that are discussed in the letter include:

44.

The February 17, 2006, Commodity Futures Trading Commission (CFTC) staff
“Dear CPO” Letter is available on the CFTC Web site at www.cftc.gov/files/tm/
tmcpoannualguidanceletter2005.pdf. Similar letters issued in prior years are also
available on the CFTC Web site at www.cftc.gov.
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• Due dates of commodity pool financial filings—late filings
• Amendments to Part 445
• Compliance with U.S. GAAP
• Requests for limited relief from U.S. GAAP compliance
for certain offshore commodity pools
• Initial annual reports and final annual reports
• Implementation of FASB Statement No. 150, Accounting
for Certain Financial Instruments with Characteristics of
Both Liabilities and Equity
• Reminder regarding availability of annual report information under the Freedom of Information Act
Help Desk—See the AICPA Audit Risk Alert Securities Industry
Developments—2006/07 (product no. 022387kk) for more information about CFTC regulations and the CFTC staff “Dear
CPO” letter, and for a discussion about the commodities industry.

SEC/CFTC Joint Final Rule

The SEC and CFTC issued joint final rules, Application of the Definition of Narrow-Based Security Index to Debt Securities Indexes and
Security Futures on Debt Securities, published in the July 13, 2006,
Federal Register. Rule 6h-2 under the Securities Exchange Act of
1934 (the 1934 Act) was adopted and Rule 41.21 under the Commodity Exchange Act was amended to modify applicable statutory
listing standards to permit trading of security futures based on individual debt securities that are notes, bonds, debentures, or evidences
of indebtedness and indexes composed of such securities. New Rule
41.15 under the Commodity Exchange Act and new Rule 3a55-4
under the 1934 Act exclude from the statutory definition of narrowbased security index any debt securities index that satisfies certain
criteria. Futures on narrow-based security indexes are subject to
joint SEC and CFTC regulation. Futures on debt securities
45. See

the discussion “Final Rules” earlier in this section of the Alert for more information
about the Part 4 amendments.
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satisfying the criteria for exclusion are subject to regulation by the
CFTC. Effective date: August 14, 2006.
Financial Crimes Enforcement Network Developments

The complete text of the final rule and Frequently Asked Questions document discussed in this section of the Alert and other
information about Financial Crimes Enforcement Network (FinCEN) developments can be obtained from the FinCEN Web site
at www.fincen.gov.
Final Rule
FinCEN issued a final rule, Requirement That Mutual Funds
Report Suspicious Transactions, published in the May 4, 2006, Federal Register, that amends the Bank Secrecy Act regulations. Mutual funds are required to file Suspicious Activity Reports (SARs)
on suspicious transactions that involve or aggregate at least
$5,000 in funds or other assets. The reporting requirement is
uniform with the requirements already established for other
financial institutions. Four categories of transactions are specified
that require reporting. Filing a single joint report is permitted in
certain circumstances, such as when individual mutual funds are
part of a complex and more than one mutual fund is obligated to
report the same transaction or transactions. Effective date: June
5, 2006. The requirements apply to transactions occurring after
October 31, 2006.
FinCEN issued guidance in a Frequently Asked Questions format
to assist mutual funds with applying the suspicious transaction
reporting requirements.
Pension Protection Act of 2006

The Pension Protection Act of 2006 (the Act) was signed into law
on August 17, 2006. This comprehensive pension reform legislation
aims to strengthen the federal pension insurance program and to
expand and encourage participation and enrollment in retirement
plans. The Act establishes, among other matters, a safe harbor to
encourage automatic enrollment arrangements for defined contribution plans, allows plan fiduciaries to give investment advice to
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participants, makes permanent significant tax retirement savings
incentives enacted under prior law, and includes provisions for default investments when a participant fails to exercise an investment
election. The provisions of the Act are effective in phases, with some
rules in effect in 2007 and others in 2008. For technical explanations of the provisions of the Act prepared by the staff of the Joint
Committee on Taxation, visit www.house.gov/jct/x-38-06.pdf.

On the Horizon46
Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture of all of the accounting
and auditing projects in progress. The AICPA general Audit Risk
Alert—2006/07 (product no. 022337kk) presents brief information about selected projects that may have a broad interest and
are expected to result in final standards in the near future. Brief
information about projects that are especially relevant to the investment companies industry is presented in this section of this
Alert.
Remember that exposure drafts are nonauthoritative and cannot
be used as a basis for changing GAAP or GAAS.
Help Desk—See the AICPA Audit Risk Alert SEC and
PCAOB Alert—2006/07 (product no. 022497kk) for information about proposed SEC rules and PCAOB auditing standards on the horizon.

The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding exposure drafts, including downloading a copy of the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline.

46. See

footnote 1 of this Alert.
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Standard-Setting Body

Web Site

AICPA Auditing Standards Board (Note
that for audits of public companies, the
Public Company Accounting Oversight
Board sets auditing standards.)
Public Company Accounting Oversight
Board
AICPA Accounting Standards Executive
Committee

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/
www.pcaobus.org

Financial Accounting Standards Board
Professional Ethics Executive Committee

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Accounting+Standards/
www.fasb.org
www.aicpa.org/Professional+
Resources/Professional+Ethics+
Code+of+Professional+Conduct/
Professional+Ethics/

Accounting Pipeline

Proposed FASB Statement—Fair Value Option
The FASB released an exposure draft of a proposed FASB Statement, The Fair Value Option for Financial Assets and Financial
Liabilities. The proposed Statement would permit an entity to
irrevocably elect fair value as the initial and subsequent measurement attribute for certain financial assets and financial liabilities, including debt liabilities, on a contract-by-contract
basis, with changes in fair value recognized in earnings as those
changes occur. The availability of that election is referred to as
the fair value option. Separate presentation or parenthetical disclosure on the face of the statement of financial position would
be required of assets and liabilities that are subsequently measured at fair value pursuant to the fair value option and assets
and liabilities subsequently measured using another measurement attribute. The proposed Statement requires disclosures
that include qualitative disclosure about the nature of significant changes in fair value of the financial liabilities during a
period. Cash receipts and cash payments related to financial
assets and liabilities measured pursuant to the fair value option
would be classified in the statement of cash flows based on the
nature and purpose for which the related financial assets and
financial liabilities were acquired or incurred.
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An issuer that elects the fair value option for its debt liabilities
would be required under the proposed Statement to report
changes in the fair values of those liabilities, including deterioration in an issuer’s own creditworthiness, as gains and losses in
earnings and to provide the qualitative disclosure about the nature of significant changes in fair value during a period.
At its October 18, 2006, meeting, the FASB tentatively decided
that if financial assets that have been reported at fair value (with
changes included in earnings) because of the nature of the subsidiary that has been holding those assets are transferred to another entity within the consolidated reporting entity for which
such fair value accounting is not required, the fair value option
may be elected on the date of the transfer.47
The FASB project to consider the fair value option has two
phases. The proposed FASB Statement was prepared for Phase 1
of the project. Phase 2 will address creating a fair value option for
selected nonfinancial assets and liabilities. For additional updated
information about the project visit the FASB Web site at
www.fasb.org/project/fv_option.shtml.
Proposed FASB Statement—Derivative Disclosures
The FASB released an exposure draft of a proposed FASB Statement, Disclosures about Derivative Instruments and Hedging
Activities. The proposed Statement would amend FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, to require expanded disclosures about the effects of
derivatives on an entity’s financial position, how an entity uses
47.

You can obtain the October 18, 2006, FASB meeting minutes on the FASB Web site at
www.fasb.org/board_meeting_minutes/10-18-06_fvo.pdf. Interaction between the
proposed FASB Statement for the fair value option and the proposed SOP, Clarification
of the Scope of the Audit and Accounting Guide Audits of Investment Companies and
Accounting by Parent Companies and Equity Method Investors for Investments in
Investment Companies, was also discussed at the September 13, 2006, FASB
meeting. Those meeting minutes can be obtained on the FASB Web site
at www.fasb.org/board_meeting_minutes/09-13-06_acsec_fspfin46r-d.pdf. The
proposed SOP, discussed later in this section of this Alert, would change current practice
regarding which entities can be accounted for as investment companies. Certain
financial and nonfinancial assets will need to be transferred out of investment company
subsidiaries into other entities within the consolidated reporting entity prior to the SOP
effective date.
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derivatives, and how derivatives and related hedged items are accounted for. The proposed Statement, among other things,
would require inclusion of a discussion about the primary risks
that derivative instruments are intended to modify; disclosure
about the notional amounts related to reported derivative instruments; the location and fair value amounts of derivative instruments reported in the statement of financial position; the
location and amount of gains and losses reported on derivative
instruments and related hedged items in the statement of financial performance and the statement of financial position, if
applicable, at the end of the reporting period, as well as for derivative instruments and related hedged items that existed during the reporting period but are no longer held at the end of the
reporting period; disclosures about contingent features in derivative instruments; and disclosure about counterparty credit risk,
both on a gross basis and net of collateral received. For additional updated information about the project visit the FASB
Web site at www.fasb.org/project/derivative_disclosures.shtml.
The exposure draft of the proposed FASB Statement can be
obtained on the FASB Web site at www.fasb.org.
FASB Project—Applying FASB Interpretation No. 46(R) to
Investment Companies
The FASB has a project to reconsider the temporary deferral of
the effective date of FASB Interpretation No. 46 (revised December 2003), Consolidation of Variable Interest Entities, an interpretation of Accounting Research Bulletin (ARB) No. 51,
Consolidated Financial Statements, for investment companies that
are not subject to SEC Regulation S-X, Rule 6-03(c)(1) but currently account for their investments according to the specialized
industry guidance in the Audit and Accounting Guide Investment
Companies. See paragraph 36 of FASB Interpretation No. 46(R).
The deferral does not extend to investments made after March
27, 2002, that are held by an investment company that is not a
separate legal entity, unless those investments were acquired pursuant to an irrevocable binding commitment that existed prior to
March 28, 2002.
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On November 22, 2006, the FASB released proposed FSP FIN
46(R)-d, “Application of FIN 46(R) to Investment Companies,”
which would amend FASB Interpretation No. 46(R), paragraph
4(e), to extend the current scope exception to encompass all investment companies subject to the Audit and Accounting Guide
Investment Companies.48 For additional updated information
about the project visit the FASB Web site at www.fasb.org/project/application_fin46-r_investment_companies.shtml.
Proposed FASB Guidance for Quantification of Misstatements
At the December 19, 2006, FASB meeting, the FASB reached a
decision to issue guidance for nonregistrants for quantifying current-year misstatements that arise from the carryover or reversal
of prior-year uncorrected misstatements. The guidance would require the dual method approach illustrated in SAB No. 108. See
the related discussion “Staff Accounting Bulletin No. 108” in the
“Securities and Exchange Commission Developments” section of
this Alert. For updated information about the project, visit the
FASB Web site at www.fasb.org.
Proposed AcSEC SOP, Clarification of the Scope of the Audit
and Accounting Guide Audits of Investment Companies and
Accounting by Parent Companies and Equity Method Investors
for Investments in Investment Companies
The proposed SOP, Clarification of the Scope of the Audit and Accounting Guide Audits of Investment Companies and Accounting
by Parent Companies and Equity Method Investors for Investments
in Investment Companies, provides specific conditions for determining whether an entity is within the scope of the Audit and
Accounting Guide Investment Companies. Entities that meet
those conditions would be required to apply the provisions of the
Guide in presenting their financial statements. Entities that do
not meet those conditions would be prohibited from applying
the provisions of the Guide. At its September 13, 2006, meeting,
the FASB met with representatives of AcSEC and discussed final
48. You

can obtain the November 1, 2006, FASB meeting minutes, providing
further discussion about the proposed FSP, on the FASB Web site at
www.fasb.org/board_meeting_minutes/11-01-06_fspfin46r-d.pdf.
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clearance of the SOP. The FASB did not object to issuance of the
final SOP.49
The Guide includes “standstill” provisions on current accounting
practice. Until the project to clarify the scope of the Guide is finalized, an entity should consistently follow its current accounting policies for determining whether the provisions of the Guide
apply to investees of the entity or to subsidiaries that are controlled by the entity. Further, the FASB has expressed its view that
an investment company (other than a separate account of an insurance company as defined in the Investment Company Act of
1940) must be a separate legal entity to be within the scope of the
Guide. (See the FASB Action Alert No. 02-14, April 3, 2002.)
Accordingly, the specialized accounting principles in the Guide
should be applied to an investment made after March 27, 2002,
only if the investment is held by an investment company that is a
separate legal entity. Investments acquired prior to March 28,
2002, or those acquired after March 27, 2002, pursuant to an irrevocable binding commitment that existed prior to March 28,
2002, should continue to be accounted for in accordance with
the entity’s existing policy for such investments. For further discussion of this matter, see the FASB staff announcement in the
EITF Topic D-74, Issues Concerning the Scope of the AICPA Audit
Guide on Investment Companies.
The August 15, 2006 “discussion draft” of this proposed SOP
that was sent to the FASB, which is briefly discussed below, is
available as of the writing of this Alert on the AICPA Web site at
www.aicpa.org/download/acctstd/investment_cos_scope_SOP71
.pdf.
AcSEC concluded that the proposed SOP’s conditions for inclusion or exclusion of entities from the scope of the Guide should
be based on the nature of the entity’s activities. Further, AcSEC
concluded that certain entities subject to regulatory requirements
should automatically be within the scope of the Guide.

49.

You can obtain the September 13, 2006, FASB meeting minutes on the FASB Web site
at www.fasb.org/board_meeting_minutes/09-13-06_acsec_fspfin46r-d.pdf.
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Entities that meet the definition of an “investment company” as
provided in paragraph 5 of the discussion draft and entities regulated by the 1940 Act or similar requirements as described in
paragraphs 9 and 10 of the discussion draft would apply the accounting principles and reporting requirements in the Guide (investment company accounting) to their separate financial
statements. The definition of an investment company is based on
characteristics that AcSEC believes distinguish investment companies from entities that benefit from the operations of investees
in ways other than through current income, capital appreciation,
or both. Entities that are within the scope of FASB Statement
No. 35, Accounting and Reporting by Defined Benefit Pension
Plans, would not be within the scope of the Guide. Similarly, entities that are within the scope of the AICPA Audit and Accounting Guide Audits of Employee Benefit Plans would not be within
the scope of the Guide. The discussion draft does not provide
specific requirements for real estate investment trusts (REITs).
REITs would be subject to the same provisions of the proposed
SOP as other entities. Entities that are neither entities regulated
by the 1940 Act or similar requirements as described in paragraphs 9 and 10 of the discussion draft nor an investment company under the definition in paragraph 5 of the discussion draft
would not apply investment company accounting.
Visit the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Accounting+Standards/
Scope_Clarification_Investment_Companies_Guide-SOP.htm to
obtain updated information about the status of the exposure draft
and project.
AICPA Real Estate Investment Funds Project
In connection with the issuance of the proposed SOP discussed
above, which would provide specific conditions for determining
whether an entity is within the scope of the Audit and Accounting Guide Investment Companies, the real estate funds project was
initiated to establish consistency in implementation of the Guide
for affected entities. The AICPA decided to develop for the
Guide an additional nonauthoritative chapter on real estate funds
that is expected to provide guidance on, among other things:
71
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• The definition of a real estate investment.
• Balance sheet presentation of investments, including the
applicability of a consolidation approach to the financial
statement presentation.
• Income statement presentation of net investment income,
including the applicability of recognizing rental revenue,
expenses, or other accrual basis earnings in net investment
income (versus the dividend income principle noted in the
Guide).
• Accounting for third-party real estate financing.
• Other financial statement presentation and disclosure matters.
The proposed nonauthoritative chapter would only provide guidance on applying existing GAAP to real estate funds and would
not change existing GAAP.
Visit the AICPA Web site at www.aicpa.org for updated information about the status of the project. You can obtain AcSEC meeting agendas, materials, and highlights that include discussions
and tentative conclusions about the real estate funds project at
www.aicpa.org/Professional+Resources/Accounting+and+
Auditing/Accounting+Standards/.
Proposed Technical Practice Aids for Investment Companies
Section 6910 in the “Technical Questions and Answers” section
of Technical Practice Aids includes questions and answers
(Q&As), commonly referred to as TPAs, specifically pertaining
to investment companies. The AICPA staff continues to consider
nonauthoritative TPAs on practice matters for investment companies and new TPAs have been proposed. Visit the AICPA Web
site at www.aicpa.org/Professional+Resources/Accounting+and+
Auditing/Accounting+Standards/ for updated information about
the issuance of TPAs.
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Auditing and Attestation Pipeline—Nonpublic

Proposed SOP—Compliance Controls at Service Providers
In December 2003, the SEC adopted Rule 38a-1 under the Investment Company Act of 1940 (1940 Act) and Rule 206(4)-7
under the Investment Advisers Act of 1940 (Advisers Act) requiring both registered investment companies and registered investment advisers to adopt and implement written policies and
procedures reasonably designed to prevent violation of federal securities laws. Both funds and advisers are required to appoint
chief compliance officers responsible for administering these policies and procedures, and to review the policies and procedures
annually for adequacy and effectiveness of implementation.
Among other things, the designation of a chief compliance officer
of a registered investment company is required to be approved by
the investment company’s board of directors, and the chief compliance officer is to report directly to the board of directors and
meet in executive session with independent directors at least annually. See SEC Release No. IC-26299 under the 1940 Act and
SEC Release No. IA-2204 under the Advisers Act.
The AICPA has a project in connection with the adoption of
Rule 38a-1 and Rule 206(4)-7 to develop an SOP that would
provide practitioners with performance and reporting guidance
when examining the suitability of the design and operating effectiveness of controls over compliance at entities that provide services (service providers), such as transfer agents, record keepers,
administrators, and custodians, to funds and investment advisers
(user organizations). Compliance controls at service providers
may affect or be part of the user organization’s internal control
over compliance. For updated information about the development of the exposure draft, entitled Attestation Engagements That
Address Aspects of Internal Control Directed at Compliance Objectives at Entities That Provide Services to Investment Companies, Investment Advisers, or Other Service Providers, visit the AICPA Web
site at www.aicpa.org.
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Auditing and Attestation Pipeline—Public

Revised Auditing Standard on Internal Control Over Financial
Reporting
On December 19, 2006, the PCAOB released Proposed Auditing
Standard An Audit of Internal Control Over Financial Reporting
That Is Integrated with An Audit of Financial Statements, that
would supersede Auditing Standard No. 2, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with
An Audit of Financial Statements. Investment companies, other
than business development companies, generally are exempt from
the requirement for issuers to include in their annual reports an
assessment on the company’s internal control, along with the auditor’s report on that assessment. The proposed standard, among
other matters, would revise the definitions of “significant deficiency” and “material weakness” as well as the “strong indicators”
of a material weakness that are provided in Auditing Standard
No. 2. The revised illustrative report in paragraph 11.19 of the
Audit and Accounting Guide Investment Companies, which is discussed in the “Audit and Accounting Issues and Developments”
section of this Alert, incorporates certain definitions described in
Auditing Standard No. 2 that may be revised by the proposed
standard.
SEC Proposed Rules

The following are some of the proposed SEC rules that were released and not final as of the writing of this Alert, and that may
be particularly relevant to the investment companies industry:
• Exemption from Shareholder Approval for Certain Subadvisory Contracts (Releases No. 33-8312, No. 34-48683, and
No. IC-26230). The proposed rule would, under certain
conditions, permit an adviser to serve as subadviser to an
investment company without shareholder approval.
• Prohibition of Fraud by Advisers to Certain Pooled Investment Vehicles; Accredited Investors in Certain Private Investment Vehicles (Releases No. IA-2756 and No. 33-8766).
The proposed new rules would prohibit advisers to pooled
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investment vehicles, including hedge funds, from making
false or misleading statements or otherwise defrauding investors or prospective investors in the pooled investment
vehicles, and revise the definition of “accredited investor”
as it relates to natural persons.
• Amendments to Rules Governing Pricing of Mutual Fund
Shares (Release No. IC-26288). The proposed rule would
amend Rule 22c-1 under the 1940 Act to require that all
purchase and redemption orders be received by the registered investment company, a single transfer agent designated by the registered investment company, or a
registered clearing agency, no later than the time at which
the investment company prices its securities.
• Confirmation Requirements and Point of Sale Disclosure
Requirements for Transactions in Certain Mutual Funds
and Other Securities, and Other Confirmation Requirement
Amendments, and Amendments to the Registration Form for
Mutual Funds (Releases No. IC-26341, No. 33-8358,
and No. 34-49148). The proposed rule would amend
Form N-1A to require improved disclosure regarding
sales loads and revenue-sharing payments. The SEC subsequently released Point of Sale Disclosure Requirements
and Confirmation Requirements for Transactions in Mutual
Funds, College Savings Plans, and Certain Other Securities,
and Amendments to the Registration Form for Mutual
Funds (Releases No. IC-26778, No. 33-8544, and No.
34-51274), requesting comment about whether to adopt
modified or additional disclosure requirements for Form
N-1A beyond those originally proposed. The release also
asks for comment about what disclosures, if any, should
be added to Forms N-3, N-4, and N-6 with respect to
revenue-sharing payments.
• Definition of Nationally Recognized Statistical Rating Organization (Releases No. IC-26834, No. 33-8570 and No.
34-51572). The proposed rule would define the term nationally recognized statistical rating organization
(NRSRO) and provide interpretations of that definition
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for purposes of SEC rulemaking. Credit rating agencies
would be provided with information to better understand
whether they qualify as an NRSRO.
• Oversight of Credit Rating Agencies Registered as Nationally
Recognized Statistical Rating Organizations (Release No.
34-55231). The proposed rules would implement provisions of the Credit Rating Agency Reform Act of 2006, enacted on September 29, 2006. That Act requires
registration of credit rating agencies with the SEC and subjects the agencies to regulation of various aspects of their
business, although not their rating methodologies.
Visit the SEC Web site at www.sec.gov to get the full text of these
proposed rules and interpretation and for information about
other proposed SEC rules.

Resource Central
AICPA Products and Publications

In addition to the AICPA publications already discussed in this
Alert, the following are some of the AICPA products and publications that may also be of interest to auditors of investment
companies. To order these and other AICPA products, receive information about AICPA activities, and find help on your membership questions, call the AICPA Service Center Operations at
(888) 777-7077.
Checklist Supplement and Illustrative Financial Statements for
Investment Companies
The Checklist Supplement and Illustrative Financial Statements for
Investment Companies (August 2006 edition) (product no.
008946kk) is a nonauthoritative financial accounting and reporting practice aid that is updated annually. The 2006 edition was
expanded to include the illustrative financial statements for management investment companies that have multiple classes of
shares or master-feeder structures, the illustrative financial statements for a unit investment trust, and the illustrative financial
statements for variable annuity separate accounts registered as
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unit investment trusts, as illustrated in the Audit and Accounting
Guide Investment Companies. The checklist should be used in
conjunction with the Checklists and Illustrative Financial Statements for Corporations (November 2006 edition) (product no.
008937kk).
Audit and Accounting Manual
The Audit and Accounting Manual (revised as of July 1, 2006)
(product no. 005135kk) is a valuable nonauthoritative practice
tool designed to provide assistance for audit, review, and compilation engagements. It contains numerous practice aids, samples,
and illustrations, including audit programs; auditors’ reports;
checklists; and engagement letters, management representation
letters, and confirmation letters.
AICPA reSOURCE
With AICPA reSOURCE you can access accounting and auditing
materials online with the AICPA Library or the AICPA Library +
FASB Library. You can custom-tailor your subscription by choosing titles you use most often. To subscribe or to learn more about
AICPA reSOURCE, go online at www.cpa2biz.com.
AICPA Industry Expert Panel—Investment Companies

For information about the activities of the Investment Companies Industry Expert Panel, visit the AICPA Web site at
www.aicpa.org/Professional+Resources/Accounting+and+
Auditing/Accounting+Standards/expertpanel_investco.htm.
Education Courses

The AICPA has developed a number of continuing professional
education (CPE) courses that are valuable to CPAs working in
the investment companies industry, many of them available for
both group study and self-study.
Online CPE
To register or learn more visit www.cpa2biz.com.
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Hotlines

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services. Call (888) 777-7077. For more information visit the
AICPA Web site at www.aicpa.org.
Ethics Hotline
Members of the AICPA Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077. Send email inquiries to
ethics@aicpa.org.
American Institute of Certified Public Accountants—Web Site

AICPA Online (www.aicpa.org) is the AICPA’s Web site on the
Internet. The site offers users the opportunity to stay abreast of
developments in accounting, auditing, and professional ethics.
AICPA Online resources include professional news, membership
information, state and federal legislative updates, AICPA press releases, speeches, exposure drafts, and a list of links to other accounting- and finance-related sites.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services offered by a number of organizations. Some of those organizations
are listed in the “Information Sources” table at the end of this
Alert.
........
This Audit Risk Alert replaces the Investment Companies Industry
Developments—2005/06 Audit Risk Alert. The Investment Companies Industry Developments Audit Risk Alert is published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year’s Alert, please feel free to share
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them with us. Any other comments that you have about the Alert
would also be appreciated. You may e-mail these comments to
mkasica@aicpa.org or write to:
Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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INFORMATION SOURCES
Organization

Web Site

American Institute of Certified Public
Accountants
Telephone: (888) 777-7077 (Service
Center Operations)
CFA Institute
Commodity Futures Trading Commission
Headquarters Office:
Three Lafayette Centre
1155 21st Street, NW
Washington, DC 20581
Telephone: (202) 418-5000
Financial Accounting Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659
Financial Crimes Enforcement Network
(FinCEN)
Investment Company Institute
1401 H Street, NW
Washington, DC 20005
Public Company Accounting Oversight
Board
Washington Office:
1666 K Street, NW
Washington, DC 20006-2803
Telephone: (202) 207-9100
Stable Value Investment Association
U.S. Securities and Exchange Commission
SEC Headquarters:
100 F Street, NE
Washington, DC 20549
Publications Unit:
Telephone: (202) 551-4040
SEC Public Reference Room:
Telephone: (202) 551-8090
U.S. Small Business Administration

www.aicpa.org
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www.cfainstitute.org
www.cftc.gov

www.fasb.org

www.fincen.gov
www.ici.org

www.pcaobus.org

www.stablevalue.org
www.sec.gov

www.sba.gov

